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ARE YOU LOOKING TOWARDS PERU... ? 


The promotion of Peruvian foreign trade has been one 
of the main objects of our bank ever since its founda- 
tion more than 70 years ago. If you are interested in 
doing business in Peru a letter addressed to us will 
assure you our friendly co-operation. 


BANCO DE CREDITO DEL PERU 


Head Office - - LIMA 
116 Offices Throughout the Country 


CAPITAL — 8/.100,000,000.00 
SURPLUS — S/.103,610,073.61 


“Peru's Oldest National Commercial Bank" 


TESTED TECHNIQUES IN 
BANK OPERATIONS 


Edited by John Y. Beaty 


This book is designed to be used not only as a reference book to 
give information about any specific bank operating problem but 
also to be read from beginning to end in order to show the reader 
what many different banks are doing to improve their operations 
and make their daily work more efficient. 436 experiences of banks 
all over the country are described. 


Topics are arranged alphabetically. For example, under LOANS 
there is given a long list of cross references to other topics in the 
book that discuss various kinds of loans. By reading these cross- 
referenced topics and all the topics under loans you will find the 
complete story on loan practices of many different banks—informa- 
tion useful in checking your own methods. 


PRICE $12.00 DELIVERED 
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The Editors of The Banking Law Free Tax Study 


Journal have just prepared an impor- 


tant new study for bank auditors and for Bank Auditors 
comptrollers. and Comptrollers 


The study is yours for the asking 
—no cost, no obligation. All we ask 


in return is a chance to introduce you =eraoms, aaron 
to our new monthly tax letter for 


banks entitled THE TAX REPORT 


OF BANKING AND TRUSTS. simeiiaid diel aie 


Just fill out and return the order SPECIMEN FILLED-IN BANK RETURN 


form below. Whether or not you de- 
cide to receive the tax letter for one 


Completely Worked Out 
year, you may, of course, keep the | for Filing in 


FREE copy of the Specimen Filled- 
In Federal Bank Tax Return. 
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| one year at $18.00 in accordance with the terms of 
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Practical Cost Accounting 
for Banks 


MARSHALL C. CORNS 


For the first time, a practical book on bank cost accounting, bankers have been 
wanting for years, complete with detailed instructions to enable any banker who ts 
cost-conscious to determine the profitableness of his operations and cost of services 
rendered. Use of this book will provide the “facts” for revising Account Analysis 
Methods and Service Charge Schedules. 

With this practical tool of management in concise and simple form at your 
fingertips, it will no longer be necessary to “guess” your costs. Every banker who 
uses this book properly can determine the profit or loss of any department of his 
bank, the actual cost of performing every operation, and providing every service, 
merely by completing the schedules and applying his own income, expense, and 
activity figures to the work papers and exhibits, step by step, according to the 
detailed instructions. 
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Estate Planner’s 
Handbook 


by Mayo A. Shattuck and James F. Farr 


including for the first time a collection 


of annotated forms of wills and trusts 


The first edition of this book has 
been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 
ning. 

The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 


Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 


Practical answers to questions relating to — use of life insurance @ insurance 
options @ business insurance trusts ® key man insurance ®@ use of wills in family and 
business plans @ wil provisions @ revocable trusts @ selection of trustees @ trustee's 


management powers ®@ prudent man investment rule @ accountings @ taxation of re- 
vocable and irrevocable trusts, of life insurance, and of powers of appointment @ the 
marital deduction @ drafting ® what state laws apply to trusts @ death of major 


stockholders @ and many other topics. 


Price $10.75 delivered 
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Insurance Against Check Forgery 


E. Allen Farnsworth 


(Continued from October issue) 


III. SUBROGATION OF THE INSURER 


It would be natural to assume upon a determination first of 
the allocation of loss among the parties in the absence of in- 
surance, and then of the coverage of that loss by forgery or 
fidelity insurance, that the problem of the ultimate allocation of 
the loss among all the parties including insurers would be 
finally resolved. But this is not so because of the further ques- 
tion of subrogation of the insurer to the insured’s rights against 
innocent third parties. Clearly both forgery and fidelity bonds, 
as forms of indemnity insurance, insure against the original loss, 
regardless of whether the insured may have the right to re- 
cover from the wrongdoer or from an innocent third party. 
Thus, for example, an insured drawer may recover from his in- 
surer under a depositors forgery or a fidelity bond on forged 
checks written by an employee, even though he could have re- 
covered from either the employee or the drawee bank. To be 
sure, as soon as the loss occurs, the insurer stands in the position 
of a surety with the wrongdoer as principal, and upon pay- 
ment of that loss the insurer is subrogated to the insured’s rights 
against the wrongdoer. Since this is usually a remedy of no 
great promise,” the insurer will turn to the insured’s claim 
against the drawee bank. The right of the insurer to enforce 
this claim has most frequently been viewed as that of a surety 


161 Phoenix Nat’] Bank & Trust Co. v. Aetna Cas. & Sur. Co., 44 F.2d 511 (6th 
Cir. 1930), rev’d on other grounds, 285 U.S. 209 (1932); Champion Ice Mfg. Co. v. 
American Bonding & Trust Co., 115 Ky. 863, 75 S.W. 197 (1903). 


162 See the figures on salvage in note 71 supra. 
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to be subrogated to the creditor's (the drawer’s) rights against 
an innocent third party (the bank).’* But the drawee, after 
the loss, may itself be considered a surety, although a noncon- 
sensual one,’ for should it be required to make good the loss 
to the drawer it, too, would be subrogated to the insured’s rights 
against the wrongdoer. Therefore it is also possible to view the 
relation between the insurer and bank as one of suretyship so 
that each would have a right to contribution,’” or as one of sub- 
suretyship, in which case the insurer might be regarded as 
subsurety and allowed subrogation against the bank as principal 
surety, or the bank might be regarded as subsurety’® and al- 
lowed subrogation against the insurer as principal surety. The 
alternative of cosuretyship is probably not a practical one be- 
cause a chain of recovery is often involved and apportionment 
of the loss would become very complex.” 


The earliest case to consider such a dispute between a fidelity 
insurer and a drawee bank originated in Kentucky at the turn of 
the century, when corporate suretyship had scarcely come of 
age. An employer claimed under a fidelity bond for the loss due 
to the defalcations of a bookkeeper who had raised five checks 
that the employer had drawn to the bookkeeper’s order and had 
disappeared with the proceeds. The employer's claim was first 
resisted by the insurer on the ground that the employer could 
have recovered its loss from the drawee, but the Kentucky 
Court of Appeals rejected this contention and held against the 
insurer, ruling that its liability did not depend on whether the 
insured had a cause of action against a third party.’ Then, 
upon payment of the judgment, the insurer sued the drawee 
bank, seeking to be subrogated to the rights of the insured 
against the bank. The Kentucky Court of Appeals denied re- 
covery, declaring itself unable to “understand upon what prin- 
ciple of equity the appellant here is entitled to be subrogated.” 


163 See RESTATEMENT, Security § 141 (1941). 

164 See generally Campbell, Non-Consensual Suretyship, 45 Yate LJ. 69 (1935). 

165 See RESTATEMENT, SEcuniTy §§ 144, 149 (1941). 

166 Td. § 145. 

167 See Comment, 43 Cauir. L. Rev. 85, 95 (1955). 

168 Champion Ice Mfg. & Cold Storage Co. v. American Bonding & Trust Co., 
115 Ky. 863, 75 S.W. 197 (1903). 

169 America Bonding Co. v. First Nat’] Bank, 27 Ky. L. Rep. 398, 85 S.W. 190 


ity 
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This has become the majority rule where subrogation has been 
claimed under fidelity bonds, and it is usually coupled with the 
explanation that because subrogation is a creature of equity, the 
insurer, in order to succeed to the creditor's claim against a third 
party, must show a “superior equity” to that of the third party.’ 
Occasionally the ground has been the even more questionable 
one that the insured’s claim under the fidelity bond involved the 
“election” of a remedy that was inconsistent with his rights 
against the third party. On the other hand, the possibilities 
of subsuretyship have been largely ignored. 


The issue has arisen in a variety of situations. Most frequent- 
ly, the insured has been a drawer whose checks have been stolen 
by one of its employees and paid over forged indorsements;*” 
or the dishonest employee may have forged the signature of the 
insured employer as drawer.’ In both cases the insurer, upon 
payment of the loss to the insured drawer, has sought to be sub- 
rogated to the drawer’s rights against the drawee bank. The 
question has also come up where the insured was the payee to 
whom checks had been delivered and from whom they had 
later been stolen by an employee and then paid over forged 


(Ct. App. 1905). In Bunge & Metge, The End of the “Compensated Surety De- 
fense” in Subrogation Cases, 22 Ins. Counset J. 453, 455 (1955), the authors attrib- 
ute this decision to the court’s desire to protect a Kentucky bank against an eastern 
corporate surety. 

170 See, e.g., Baker v. American Sur. Co., 181 Iowa 634, 159 N.W. 1044 (1916). 
Other cases are cited in the following notes under specific situations. See generally 
Bunge & Metge, supra note 169; Comment, 43 Cauir. L. Rev. 85 (1955). 

171 The election of remedies was an alternative ground for denial of subrogation 
in United States Fid. & Guar. Co. v. First Nat’l Bank, 172 F.2d 258 (5th Cir. 1949), 
which arose in Texas, but this reasoning was rejected in Liberty Mut. Ins. Co. v. 
First Nat’] Bank, 151 Tex. 12, 245 S.W.2d 237 (1951), reversing 239 S.W.2d 738 
(Tex. Civ. App. 1951). The opinion of the Texas Court of Appeals, which had 
already been reversed, was followed in Hensley-Johnson Motors vy. Citizens Nat'l 
Bank, 122 Cal. App. 2d 22, 28-29, 264 P.2d 973, 977-78 (Dist. Ct. App. 1953). 

172 Subrogation denied: United States Fid. & Guar. Co. v. First Nat'l Bank, 
supra note 171; American Sur. Co. v. Bank of California, 183 F.2d 160 (9th Cir. 
1943); American Sur. Co. v. Lewis State Bank, 58 F.2d 559 (5th Cir. 1932); McNeil 
Constr. Co. v. Livingston State Bank, 160 F. Supp. 809 (D. Mont. 1957), rev'd, 
265 F.2d 308 (9th Cir. 1959); Baker v. American Sur. Co., 181 Iowa 634, 159 N.W. 
1044 (1916); Commonwealth v. Farmers Deposit Bank, 264 Ky. 839, 95 S.W.2d 
793 (1936); Oxford Prod. Credit Ass’n v. Bank of Oxford, 196 Miss. 50, 16 So. 2d 
384 (1944). Subrogation allowed: Liberty Mut. Ins. Co. v. First Nat’l Bank, supra 
note 171; National Sur. Co. v. National City Bank, 184 App. Div. 771, 172 N.Y. 
Supp. 413 (1st Dep’t 1918); cf. Standard Acc. Ins. Co. v. Pellecchia, 15 N.J. 162, 
104 A.2d 288 (1954). 

173 Baker v. American Sur. Co., supra note 172 (semble) (subrogation denied). 
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indorsements. The payee’s insurer has then sought subrogation 
to the payee’s action for conversion or for money had and re- 
ceived against the merchant or collecting bank that cashed the 
check or received it for collection,” or to his rights in conversion 
against the drawee that paid it. 

The execution of an assignment by the insured upon receipt 
of payment from the insurer has been a popular device for seek- 
ing to avoid decisions denying subrogation, and it has been 
successful in influencing some courts to allow recovery by the 
insurer,’ while others have held that it confers no additional 
rights. Surety companies have tested in the California courts 
a variety of ingenious devices, including loan receipts, in a 
vain attempt to avoid the rule denying subrogation.’ Sub- 
rogation clauses in the bonds themselves would presumably be 


174 Subrogation denied: Meyers v. Bank of America Nat’l Trust & Sav. Ass’n, 11 
Cal. 2d 92, 77 P.2d 1084 (1938); Hensley-Johnson Motors v. Citizens Nat'l Bank, 
122 Cal. App. 2d 22, 264 P.2d 973 (Dist. Ct. App. 1953); Louisville Trust Co. v. 
Royal Indem. Co., 230 Ky. 482, 20 S.W.2d 71 (1929); cf. Washington Mechanics’ 
Sav. Bank v. District Title Ins. Co., 65 F.2d 827 (D.C. Cir. 1933). 

175 See First Nat'l] Bank v. American Sur. Co., 71 Ga. App. 112, 30 S.E.2d 402 
(1944); National Sur. Co. v. Bankers Trust Co., 210 Iowa 323, 228 N.W. 635 (1930); 
Grubnau v. Centennial Nat’l Bank, 279 Pa. 501, 124 Atl. 142 (1924). 

176 American Sur. Co. v. Bank of California, 183 F.2d 160 (9th Cir. 1943); 
Meyers v. Bank of America Nat’] Trust & Sav. Ass’s, 11 Cal. 2d 92, 77 P.2d 1084 
(1938); Oxford Prod. Credit Ass’n v. Bank of Oxford, 196 Miss. 50, 16 So. 2d 384 
(1944); see Louisville Trust Co. v. Royal Indem. Co., 230 Ky. 482, 483-84, 20 
S.W.2d 71 (1929) (dictum). 

177 In American Alliance Ins. Co. v. Capital Nat’l Bank, 75 Cal. App. 2d 787, 
171 P.2d 449 (1946) a loan receipt was held ineffective. Accord, McNeil Constr. 
Co. v. Livingston State Bank, 160 F. Supp. 809 (D. Mont. 1957), rev'd, 265 F.2d 
808 (9th Cir. 1959). The American Alliance case was distinguished in Traner v. 
Crocker Anglo Bank, 343 P.2d 974, 977 (Cal. Dist. Ct. App. 1959). An employee 
of a corporation had forged a $3,500 check drawn on the individual account of the 
president of the corporation. The corporation’s fidelity insurer refused payment to 
the president on the ground that the corporation was the sole insured, but it did 
“advance” him $3,500 against a loan receipt. In a suit by the president against 
the drawee, it was held error to have granted summary judgment for the bank. 
Since no obligation by the insurer to reimburse the president for his loss was shown, 
there was “no reason for refusing to recognize the transaction . . . as constituting 
merely a loan... .” In Hensley-Johnson Motors v. Citizens Nat’l Bank, 122 Cal. 
App. 2d 22, 24, 264 P.2d 973, 975 (Dist. Ct. App. 1953) the insurer did not pay 
the insured payee for two checks “with the understanding that that sum would be 
paid by it to plaintiff [the insured] in the event the latter failed to recover it in an 
action against defendant [depositary bank].” This also failed when the court consid- 
ered the agreement as tantamount to reimbursement. Id. at 29, 264 P.2d at 978. 
In Jones v. Bank of America Nat’] Trust & Sav. Ass’n, 49 Cal. App. 2d 115, 121 P.2d 
94 (Dist. Ct. App. 1942), an employee of the insured drawer had misappropriated 
checks and forged his employer's indorsement. The surety company took assign- 
ments from the payees and sued the bank that had collected them. The court held 
that the payees had no cause of action against the collecting bank because the checks 
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equally ineffective.“* If the rule has any justification, which 
will be questioned presently, courts are properly adamant in so 
refusing to allow its wholesale avoidance by form contract. 

Where the third party against whom subrogation is sought 
either participated in the wrong or was negligent, the insurer 
can show a “superior equity” and will be subrogated to the rights 
of the insured even under the majority rule.” So in Security 
Fence Co. v. Manchester Fed. Sav. & Loan Ass'n a surety com- 
pany on a fidelity bond was held to be subrogated to the rights 
of the payee on a bank draft that had been cashed by the drawer 
of the draft on an unauthorized indorsement by one of the 
payee’s employees. The court decided the case on the ground 
that the drawer had been negligent in not investigating the em- 
ployee’s claimed authority before cashing the check, and it did 
not determine whether subrogation would otherwise have been 
allowed. It is of interest in connection with the earlier discussion 
on coverage that the drawer’s bankers blanket bond did not 
cover the loss due to an unauthorized indorsement. 

Curiously, the majority rule denying subrogation in the 
absence of a “superior equity” seems not to have been applied 
to forgery bonds. Thus under such a bond the insurer of a col- 
lecting bank that has collected checks bearing forged endorse- 
ments and then made good to the drawee was held, as a “normal 
incident of indemnity insurance,” to be subrogated to the col- 
lecting bank's cause of action against its depositor, who had 
cashed the checks for the forger."** Similarly, the insurer of a 
drawee bank that had paid checks bearing forged indorsements 
was subrogated to the drawee’s right against a collecting bank 
had never been delivered to the payees, and therefore there was nothing that they 
could assign to the insurer. 

178 The standard policies do not contain such clauses. But cf. Metropolitan Cas. 
Ins. Co. v. First Nat’l Bank, 261 Mich. 450, 246 N.W. 178 (1933). ResTaATEMENT, 
Security § 146(c) suggests that such a clause might be effective if both the insurer 
and the bank were regarded as sureties. 

179 McNeil Constr. Co. v. Livingston State Bank, 160 F. Supp. 809, 813 (D. 
Mont. 1957) (dictum), rev’d, 265 F.2d 308 (9th Cir. 1959); Fidelity & Deposit Co. 
v. Bank of Smithfield, 11 F. Supp. 904 (E.D. Va. 1932); Security Fence Co. v. 
Manchester Fed. Sav. & Loan Ass’n, 101 N.H. 190, 186 A.2d 910 (1957). 

180 Note 179 supra. But cf. Liberty Mut. Ins. Co. v. Kleinman, 149 Cal. App. 2d 
404, 308 P.2d 347 (1957), sustaining a finding of no such negligence as would create 
a superior equity where the proprietors of a liquor store cashed for the manager of 
a corporation fifty-four checks payable to the corporation and indorsed by him with- 


out authority. 
181 Borserine v. Maryland Cas. Co., 112 F.2d 409 (8th Cir. 1940). 
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on its guarantee of prior indorsements.'” Of course the ques- 


tion does not arise between the insurer under a depositors forg- 
ery bond and the drawee because the bond also covers the loss 
to the drawee, but several cases support the right of the insurer 
on a depositors forgery bond to enforce the claim of the drawee 
to reimbursement from collecting banks on checks that it had 
paid over forged indorsements."** These decisions suggest that 
the choice of The Surety Association of America in drafting the 
Other Insurance Clause of the depositors forgery bond so as 
to provide that where both a forgery and a fidelity bond cover 
the loss, it shall be first paid under the former, may have the un- 
expected effect of maximizing the opportunities of member 
companies for subrogation.’** But they shed no light on the 
reason for a difference in treatment between two kinds of bonds, 
particularly since, as was pointed out earlier, although fidelity 
bonds may have at one time been closely related to the con- 
tract of suretyship, they are in their modern forms as clearly 
insurance contracts as are forgery bonds.” Perhaps it is best 
to look for a distinction in a consideration of the basic reasons 


behind the cases that deny subrogation. 
Aside from the rationales of “superior equity” and “election 
of remedies,” which do not go to the heart of the matter, several 


182 First & Tri State Nat’] Bank & Trust Co. v. Massachusetts Bonding & Ins. Co., 
102 Ind. App. 361, 200 N.E. 449 (1936). 

183 In Metropolitan Cas. Ins. Co. v. First Nat'l Bank, 261 Mich. 450, 246 N.W. 
178 (1933) the court relied upon an express subrogation clause in a depositors 
forgery bond to allow the insurer to recover from a collecting bank on the drawee’s 
cause of action for money paid by mistake of fact. In Home Indem. Co. v. State 
Bank, 233 Iowa 103, 8 N.W.2d 757 (1948) the court allowed recovery on the ques- 
tionable ground that the drawer had a cause of action against the collecting bank 
in conversion, to which the insurer was subrogated. However, the case also contains 
language indicating as an alternative ground that the insurer was subrogated to the 
drawee’s rights against the collecting bank. Id. at 135, 8 N.W.2d at 776-77; cf. 
Royal Indem. Co. v. Poplar Bluff Trust Co., 223 Mo. App. 908, 20 S.W.2d 971 
(1929). Contrast National Sur. Corp. v. Edwards House Co., 191 Miss. 884, 4 
So. 2d 340 (1941), in which the insurer on a fidelity bond was denied subrogation 
to the rights of the United States against a collecting bank on a guarantee of prior 
indorsements on a government check for the reason that there was no “superior 
equity.” 

184 See note 36 supra. 

185 In Standard Acc. Ins. Co. v. Pellecchia, 15 N.J. 162, 182, 104 A.2d 288, 299 
(1954), Chief Justice Vanderbilt attempted to distinguish insurance and suretyshiz 
cases with respect to subrogation and to limit the doctrine of the “superior equity” 
to the latter. This loses sight of the fact that both forgery and fidelity bonds are 
insurance policies and that a suretyship relationship arises under both when loss 
occurs. 
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more practical reasons have been assigned for the denial of sub- 
rogation in these cases. Some opinions have taken the view 
that the insurer, who has been compensated for issuing the 
policy, should not be allowed to shift to an innocent party the 
very loss that the policy contemplated, even though the latter, 
as between itself and the insured, would be absolutely liable.*** 
This begs the question, however, since it supposes that the 
premium has been calculated so as to include this risk on the 
assumption that subrogation will be denied, a supposition that 
would certainly be incorrect if it were clear that subrogation 
would be allowed." Other courts have been impressed by the 
harshness of the underlying rules, which, in the absence of in- 
surance, place the loss on an innocent party.’* It is therefore 
significant that two of the rules that have given rise to most of 
the cases denying subrogation have been changed by the Uni- 
form Commercial Code. The first is that which places the loss 


186 “Now, what is the foundation of the right of the Surety? It contracted, for 
a consideration satisfactory to itself, to indemnify the Association for loss from any 
dishonest act of Henderson. It did so indemnify and thereby performed a pri 
obligation for which it had been compensated.” Oxford Prod. Credit Ass’n ~ oa 
of Oxford, 196 Miss. 50, 72, 16 So. 2d 384, 390-91 (1944). 

187 It is objected that such a recovery by the surety constitutes a “windfall” in 
that in the event of such recovery the surety suffers no loss on its surety bond although 
it has been paid premiums by the insured to reimburse it against just such a loss, as 
here. This argument loses sight of two fundamental facts: first, that even if the 
surety recovers against the third party on subrogation it still has been put to the 
expense of paying agent’s commissions on the writing of its bond, to the necessity 
of investigating the insured’s claim and of settling or litigating it, and, second, that 
the amounts of recoveries by subrogation are taken into consideration in arriving at 
the amount of premiums to be charged for surety bonds. 

Standard Acc. Ins. Co. v. Pellecchia, 15 N.J. 162, 188, 104 A.2d 288, 302 (1954). 
On salvage and rate-making see BACKMAN, Surety RaTe-Makinc 63-91 (1948). 

188 Therefore, as between the employer and the bank, there is much to be said 
in favor of the position that the loss should fall on the employer who selects an 
unfaithful agent, and thus vouches for his integrity, rather than on the bank whose 
officers in many instances are called upon daily to examine and keep account of a 
large number of checks, a duty which, to say the least, operates as a severe strain 
on ordinary care. Though the rule as between the bank and the employer is settled, 
yet, in view of its extreme harshness, we are not inclined to go further and hold that 
the equities of a surety that has been paid to bear the loss are superior to those of 
the bank that receives no benefit from the transaction. 

Louisville Trust Co. v. Royal Indem. Co., 230 Ky. 482, 484-85, 20 S.W.2d 71, 
72 (1929). It is interesting that none of the forgery insurance cases cited in notes 
181-83 supra, in which subrogation was allowed, involved either of the two rules 
discussed in the text following this note. But cf. Bank of Fort Mill v. Lawyers Title 
Ins. Corp., 268 F.2d 313 (4th Cir. 1959), in which subrogation against the drawee 
bank was denied the insurer under a title insurance policy where it had paid the 
insured for loss due to a check bearing a forged indorsement that had been issued 
by the insured in connection with a loan made against a forged note and mortgage. 
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on the person who takes from a forger even though the latter 
is the drawer’s own employee who caused the issuance of the 
checks by supplying the names of payees intended to have no 
interest in the checks.” The objections to this have already 
been discussed,” and the Code, following the Fictitious Payee 
Act, meets these objections by shifting the loss to the drawer.’ 
The second rule is that which allows the true owner of a check, 
when it has been stolen from him and the proceeds paid over 
a forged indorsement, to recover in conversion or for money had 
and received from a collecting bank that has paid over the pro- 
ceeds.’ The Code removes this heavy burden from the bank, 
subject to the provisions concerning restrictive indorsements 
and to its duty to use due care.’ By doing so it not only elimi- 
nates many of the occasions for litigation on the issue of subro- 
gation, but relieves one of the pressures for its denial. 


The minority view allowing subrogation finds support in the 
more recent cases, including Standard Acc. Ins. Co. v. Pellec- 
chia,** in which Chief Justice Vanderbilt wrote an extensive 
opinion arguing for subrogation, which would, in effect, deal 
with the situation as one of subsuretyship, with the bank as 
principal surety and the insurer as subsurety. One objection 


189 Of the cases cited in note 172 supra, all but the Baker and Pellecchia cases 
were of this type. 

190 See note 100 supra and accompanying text. 

191 See note 104 supra. 

192 The cases cited in note 174 supra are of this type. 

193 UniFoRM COMMERCIAL CopE § 3-419(3): 

Subject to the provisions of this Act concerning restrictive indorsements a repre- 
sentative, including a depositary or collecting bank, who has in good faith and in 
accordance with the reasonable commercial standards applicable to the business of 
such representative dealt with an instrument or its proceeds on behalf of one who 
was not the true owner is not liable in conversion or otherwise to the true owner 
beyond the amount of any proceeds remaining in his hands. 

But the drawee’s liability for conversion remains. UNirormM COMMERCIAL CODE 
§ 3-419(1)(c). 

19415 N.J. 162, 104 A.2d 288 (1954). Pellecchia, vice-president and counsel 
of Columbus Trust Company, forged the indorsements of the payees on fifteen treas- 
urer’s checks, representing $516,500, that had been issued by Columbus. Pellecchia 
had fraudulently obtained the checks in connection with mortgage loan transactions 
that he handled for Columbus as its counsel. He deposited them in Federal Trust 
Company, which collected them from Columbus after guaranteeing prior indorse- 
ments. Pellecchia appropriated the proceeds, and when this was discovered Stand- 
ard Accident Insurance Co. paid iaedas $200,000 on fidelity bonds that it had 
issued to Columbus. After some negotiations not here material, Standard brought 
an action against Federal claiming that it was subrogated to the extent of $200,000 
to the rights of Columbus against Federal under the latter’s guarantee of prior in- 
dorsements. Federal itself was insured against forgery by another company. The 


yer 


ad 


ns 


3e- 


CHECK FORGERY INSURANCE 917 


urged by critics of the majority rule is that denial of subrogation 
leaves to the whim of the insured the choice as to whether the 
loss is to be placed on the insurer or on the bank." The first 
result follows if he makes his claim against the insurer; the 
second if he proceeds against the bank. This objection could 
be obviated by treating the bank as subsurety and the insurer 
as principal surety and allowing the bank, after its payment 
to the insured, to be subrogated not only to the rights of the in- 
sured against the wrongdoer but also to his rights against the 
insurer. There is even some authority for this.’ It could also 
be avoided by changing the underlying rule to deny to the in- 
sured recourse against the third party for any loss that is covered 
by insurance, leaving him no choice but to press his claim 
against the insurer, and the California courts have gone some 
way in this direction.’ 


But both of these suggestions fly in the face of another of 
the objections to a rule that would deny subrogation, which is 
that to make the ultimate allocation of loss depend on whether 
one of the parties is in fact insured, rather than on whether he 
could reasonably be expected to insure, would result in higher 
insurance premiums with no corresponding increase in the in- 
centive to insure and would tend to discourage the use of in- 
surance.’ Perhaps here a distinction may be drawn between 


trial court granted Federal’s motion for summary judgment on the ground that 
Standard’s equity was not superior to that of Federal. Standard appealed. Held, 
reversed. 

195 In Bunge & Metge, supra note 169, at 455, the author’s argue that the “Com- 
pensated Surety Defense” poses a very serious practical problem for the fidelity 
insurer. If it pays the fidelity claim promptly, it thereby throws away the possibility 
of recovering from the bank, which, under the law, is legally responsible for it. If, 
on the other hand, it delays paying the claim, and can induce its insured to “go 
after” the bank first, the fidelity insurer may wind up with no loss at all. Whether 
the loss falls on the fidelity insurer or on the bank, thus, depends upon which party 
the employer elects to “go after” first, surely an illogical, capricious, and unsatisfac- 
tory basis for deciding a matter of this kind. 

196 See American Sur. Co. v. Lewis State Bank, 58 F.2d 559, 561 (5th Cir. 1932) 
(dictum); Cooper, Myers & Co. v. Smith, 189 Minn. 382, 386, 166 N.W. 504, 505 
(1918) (dictum); cf. State Bank v. Billstrom, 210 Minn. 497, 299 N.W. 199 (1941). 
Contra, Washington Mechanics’ Sav. Bank v. District Title Ins. Co., 65 F.2d 827, 
830 (D.C. Cir. 19383) (dictum). 

197 These cases are discussed in note 177 supra. 

198 In Keeton, Conditional Fault in the Law of Torts, 72 Harv. L. Rev. 401, 
406-07 (1959), it is maintained that with respect to liability insurance imposing 
liability because the defendant has a liability-insurance policy, for example, operates 
partly as a deterrent to effective risk spreading; it adds liabilities not suffered by 
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forgery and fidelity insurance. The point is well taken as to 
the former, for it is reasonable to suppose that denial of subro- 
gation would deprive the insurer of salvage in a substantial pro- 
portion of all cases covered by the policy and would have an ap- 
preciable adverse effect upon premiums.” It is somewhat less 
convincing as to the latter, for forgery losses are only a small 
part of the total coverage of a fidelity bond, and it is unlikely 
that any resulting increase in premiums would be sufficient to 
discourage seriously the use of such insurance. An analogy 
may be found in the Sales article of the Uniform Commercial 
Code, under which the risk of loss in the event of breach by 
one party may depend on whether the aggrieved party has 
“effective insurance coverage’ of the loss.” There, too, it seems 
unlikely that the test of actual insurance coverage in such a 
small area of the total coverage of the policy will have any great 
effect upon the premiums. Nevertheless, the fact that the ad- 
ditional cost may not be as burdensome in the case of fidelity 
as forgery insurance is no compelling reason to impose that cost 
upon those who have had the foresight to procure fidelity in- 
surance. 


Still another objection to the majority rule has been that the 
growth of forgery insurance has provided the third party with 
his own means of protection through insurance, a means that 
was not available when the first decisions denying subrogation 
were handed down. In the Pellecchia case Chief Justice Van- 
derbilt wrote that such decisions were today “unrealistic in ig- 
noring the fact that the third party itself is generally insured 


those less concerned with forehanded managment of risks. These added liabilities 
mean added costs in higher insurance premiums. They make it impossible to choose 
relatively low-cost insurance against the same limited risks for which uninsured per- 
sons are responsible; they present the hard choice between higher-cost insurance 
and no insurance. They thus tend to discourage some risk-spreading arrangements 
as well as to offend one’s sense of fairness by imposing heavier burdens on those 
whose conduct is more praiseworthy in providing assurance of financial responsibility. 
199 See the figures on salvage in note 71 supra. 


200 UnrroRM CoMMERCIAL Cope § 2-510: 

Effect of Breach on Risk of Loss. . . . (2) Where the buyer rightfully revokes 
acceptance he may to the extent of any deficiency in his effective insurance coverage 
trust the risk of loss as having rested on the seller from the beginning. (3) Where 
the buyer as to conforming goods already identified to the contract for sale repudiates 
or is otherwise in breach before risk of their loss has passed to him, the seller may 
to the extent of any deficiency in his effctive insurance coverage treat the risk of loss 
as resting on the buyer for a commercially reasonable time. 
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by another surety or casualty company .... ™ It is true 
that this argument fails to take account of the circumstance 
that while the third party against whom subrogation is sought 
in the reported cases is almost always a bank, which can be ex- 
pected to be insured, recovery against the bank may result in its 
recovery over from a merchant who first took the check from the 
forger and who will probably not be insured.*” From the view- 
point of surety companies as a group, allowing subrogation will 
in some cases merely shift the loss from the insurer on a fidelity 
bond to another, or possibly the same, corporate surety as in- 
surer on a forgery bond, while in other cases the loss will be 
shifted to an uninsured merchant. This, however, poses no 
serious problem if, as was concluded earlier with some qualifi- 
cations, the uninsured party could have been expected to insure 
or could have adequately protected himself without insurance. 


On balance then, the rule denying subrogation in these 
cases has outlived any usefulness that it may once have had, 
and it would be preferable to treat the fidelity insurer as a sub- 
surety with a right to subrogation against the bank as principal 
surety. The “superior equity” doctrine is arbitrary in giving to 
an insured the choice of allocation of ultimate loss, and unjust 
in increasing the burden of the insured because of his foresight- 
edness in insuring. It has never gained currency under forgery 
insurance policies, and with the adoption of the Uniform Com- 
mercial Code, the hard cases that contributed to its growth 
under fidelity bonds will be eliminated. 


IV. CONCLUSION 


It was stated at the outset that the dominant goal of alloca- 
tion of bad check losses has historically been prophylaxis—the 
prevention of loss by encouraging precautions—rather than risk- 
spreading. Perhaps the growth of insurance protection will re- 
duce the emphasis on fault as a basis of allocation. It is un- 
likely, however, that this growth will lead to the complete aban- 
donment of the traditional goal. 

201 Standard Acc. Ins. Co. v. Pellecchia, 15 N.J. 162, 190, 104 A.2d 288, 303 
(1954). 


202 E.g., Borserine v. Maryland Cas. Co., 112 F.2d 409 (8th Cir. 1940). See 
the figures in note 59 supra. 
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But for a youngster of only fifty years, forgery insurance has 
made remarkable progress, both in the proliferation of policies 
and in their popularity. On the basis of this study, one may 
hazard a few conclusions. (1) There is clearly a place for in- 
surance against bad check losses, for no matter how small the 
portion of the total volume of business that is lost through this 
means, the harm to a single enterprise may be substantial in 
those rare instances that are typified by the reported cases. 
(2) The failure of forgery policies to define “forgery” has been 
a primary cause of uncertainty and therefore of litigation. It 
should be corrected either by definition of that term or by ex- 
press provision for the common trouble cases. (3) The existing 
coverage is adequate for banks except for the omission in most 
states of unauthorized checks and checks bearing unauthorized 
indorsements. Where the bank is drawee its cardinal risk is on 
forged checks; when it acts as collecting agent the hazard is on 
altered checks and checks bearing forged indorsements; and 
both of these are covered by Clause D of the bankers blanket 
bond. (4) The protection under the depositors forgery bond, 
with minor exceptions, is sufficient to cover the more unusual 
situations when loss falls on the drawer, although in the im- 
postor cases it is improbable that the victim will happen to have 
such a policy. (5) The present coverage of incoming checks is 
not attractive to merchants, who bear most of the loss, because 
of the failure to include no-account checks and overdrafts, and 
perhaps some fictitious checks. Expansion of this coverage 
merits consideration. (6) The use of groups to spread risk, as 
is now done under several credit card plans, will probably in- 
crease in the next decade. (7) Nevertheless, most merchants 
can be expected to continue to self-insure, while attempting to 
reduce the risk from bad checks by limiting the size of checks 
that they will take. (8) Since this is the pattern, the risk of loss 
due to a series of altered checks or checks bearing forged or un- 
authorized indorsements given to the same victim in a continu- 
ing scheme should be reduced by legislation requiring notice 
to the person paid within a short period after payment as a pre- 
requisite of recovery by the drawee. (9) As opportunities to 
spread the risk of forgery increase, and as more states adopt 
the Uniform Commercial Code, the popularity of the rule that 
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throws the loss on the insurer by denying subrogation in the 
absence of a “superior equity” can be expected to wane. 


OUSTER OF BANK TRUSTEE UPHELD 


The State Supreme Court in New York County has upheld the 
ouster of the trustee of a New York City savings bank by dismissing the 
petition of the trustee for reinstatement. The petition had requested action 
against the trustees of the bank and against the State Superintendent 
of Banks who had approved the removal of the trustee. In dismissing 
the trustee the bank’s board had indicated that the charges against him 
concerned his conduct and habits in connection with criticizing the 
bank’s president and the trustee’s improper conduct in requesting in- 
formation about the operation of the bank without going through the 
proper channels. 


BANK DISTRIBUTES PAMPHLETS ON LEGAL AFFAIRS 


The Fidelity-Philadelphia Trust Company in cooperation with the 
Philadelphia Bar Association is seeking to persuade individuals and 
business men to avoid legal troubles by having periodic checks made 
of their legal affairs. The Bank is printing and distributing two pam- 
phlets entitled “Check Your Legal Condition” and “Preventitive Law” 
which were prepared by the Bar Association. 








Developments in Factoring, Inventory 
Liens and Accounts Receivable 
Financing 


CARROLL G. MOORE® 
New York City 


The legislative activity relating to both inventory liens and 
the assignment of accounts receivable during the past year has 
been directed exclusively to the consideration and enactment 
of the Uniform Commercial Code. The decisions pertaining to 
these areas of the law have been numerous, enlightening and in 
some cases disturbing. 


COMMERCIAL CODE 


New Hampshire and Rhode Island became the fifth and 
sixth States to enact the Commercial Code." The New Hamp- 
shire Code (Laws 1959, Ch. 247, Section 1) becomes effective 
July 1, 1961, and the Rhode Island Code (S. B. 546) becomes 
effective January 1, 1962. When Article 9 of the Code becomes 
effective in these states, it will supersede the existing Factor’s 
Lien Statutes and the existing Accounts Receivable Valida- 
tion Statutes. 

The Kentucky Legislature enacted several bills amending or 
clarifying the Kentucky Code which becomes effective July 1, 
1960; specifying the fees for filing Financing Statements (H. B. 
67), the rules and fees for filing Termination Statements (H. 
B. 71), and the content of Financing Statements (H. B. 70, 73). 

Effective January 1, 1960, Section 9-403 (2) and (3) of the 


This article is reprinted from the July 1960 issue of THE BUSINESS LAWYER, 
a publication of the Section of Corporation, Banking and Business Law of the Ameri- 
can Bar Association. 

* Member of the New York Bar and Chairman of the Section’s Committee on 
Factoring, Inventory Liens and Accounts Receivable Financing. 

1The Code has previously been enacted in Pennsylvania, Massachusetts, Con- 
necticut and Kentucky. 
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Pennsylvania Commercial Code was amended, changing the 
earlier provision under which a filed Financing Statement con- 
taining no maturity date was effective not only for five years, 
but thereafter for sixty days from the date that the filing officer 
notified the Secured Party to file a Continuation Statement. 
Under the amendment, a filed Financing Statement containing 
no maturity date is effective only for a period of five years from 
the date of filing, unless a Continuation Statement is filed prior 
to the expiration of the five-year period. Financing Statements 
stating a maturity date of five years or less are effective until 
the stated maturity date and thereafter for a period of sixty days. 
With respect to all filings prior to January 1, 1960, which have 
not yet lapsed, and which contain no maturity date, a two-year 
grace period has been allowed. All filings between July 1, 
1954 and December 31, 1959, which contain no maturity date 
and which have not lapsed, continue to remain in effect for a 
period of five years from the date of filing or until December 
31, 1961, whichever date is later, and the filing will then lapse 
unless a Continuation Statement is filed. 


The Commercial Code is being studied and considered in 
numerous States and considerable activity in this area is to be 
expected during the next few years. 


DECISIONS 


A much litigated and yet well established point of law was 
again raised in A. J. Armstrong & Co. v. Kasco Mills, Inc., 193 
N. Y. S. 2d 243 (1959) involving the question of what consti- 
tutes notification to an account debtor. There, the legend on 
the face of the invoice contained the simple language “please 
make payment of this invoice to” the factor. In reversing the 
lower court decision, the court held that there was sufficient 
question of fact to require a trial as to whether the notation was 
adequate to put the account debtor on notice of the fact that 
the account had been assigned. This decision clearly points 
out the need for an unequivocal statement on the face of the 
invoice that it has been assigned, or otherwise transferred, and 
is payable only to the factor. 


The danger of linking a continuing assignment of accounts 
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receivable to another agreement of limited duration is illustrat- 
ed in Socony Mobile Oil Co. v. Wayne County Produce Co., 
196 N. Y. S. 2d 729 (Sup. Court Special Term, Queens County, 
1959). The assignor made an assignment of all existing ac- 
counts receivable and all accounts receivable to which it would 
“become entitled during such time as this assignment shall be in 
force and effect.” The assignment itself contained no time period, 
but was given in consideration of the assignee guaranteeing to 
a supplier of the assignor certain purchases made during a 
ninty-day period. The court held that the assignment of ac- 
counts receivable expired at the end of the ninety-day period. 
It was not clear whether the assignment was intended to con- 
tinue after expiration of this period, but any intention to do so 
was nullified by the failure of the parties to clearly indicate this 
point in their agreement. Had the agreements been properly 
drawn, they would have provided that the assignment was to 
continue until all liabilities of the guarantor had been extin- 


guished. 


The adjudication of rights as between successive assignees 
of an account receivable in Goratowski v. Cohen, 112 S. E. 2d 
298 (Court of Appeals, Georgia 1959) and Western Cas. and 
Sur. Company v. Tulsa Equipment Company, 344 P. 2d 647 
(Sup. Court Oklahoma 1959) illustrates the necessity for re- 
cording Notices of Assignment of Accounts Receivable where 
the state law so provides and making a search of the applicable 
recording offices to insure that there are no prior Notices of 
Assignment of record. In the Goratowski case, the second as- 
signee either failed to search the records or ignored notice of 
prior assignment to his regret. In the Western Cas. and Sur. 
Company case, the first assignee failed to record Notice of his 
Assignment and lost the priority which would otherwise have 


been his. 


A decision which shows the danger of canceling a Notice 
of Assignment before all of the accounts receivable in the as- 
signee’s hands have been collected or otherwise liquidated is 
found in Baruch Investment Co. v. California Equities, Inc., 3 
Cal. Rptr. 763 (District Court of Appeals, 2nd District Cal. 
1960), which involved a contest between alleged successive 
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assignees of accounts receivable under the California Accounts 
Receivable Statute. The assignor assigned certain specific invoic- 
es to Baruch Investment Co., which duly recorded a Notice of 
Assignment of Accounts Receivable, and made a search of the 
records, which indicated that there were no uncanceled Notices 
of Assignment for a period of three years prior to the filing of its 
Notice of Assignment. Prior to entering into its arrangements 
with Baruch Investment Co., the assignor had entered into an 
accounts receivable financing agreement with California Equi- 
ties, Inc., which filed a Notice of Assignment. Prior to the re- 
cording of the Notice of Assignment by Baruch Investment Co., 
California Equities, Inc. canceled its Notice of Assignment for 
some unknown reason prior to the time all of the obligations 
owing to it had been discharged. If it had not been for the 
cancellation by California Equities, Inc. of its Notice of As- 
signment, the court indicated that it might have upheld its 
right to the accounts receivable involved, notwithstanding the 
fact that it had never received a specific assignment of the ac- 
counts receivable involved and that a specific assignment of 
such accounts receivable had been delivered to Baruch Invest- 
ment Co. However, having canceled its Notice of Assignment, 
the court held that any priority that California Equities, Inc., 
may have had with respect to receivables assigned prior to can- 
cellation, but arising thereafter, was lost by virtue of the cancel- 
lation. This case is noteworthy for two propositions, (1) that an 
effective assignment may be made of accounts receivable to 
arise in the future, where the assignee complies with the provi- 
sions of the applicable accounts receivable statute, notwith- 
standing the fact that when such receivables are actually created 
they may be assigned to another party, and (2) that a cancel- 
lation of a Notice of Assignment destroys any priority the as- 
signee may have as to existing and future accounts receivable. 

A frequently litigated point in the law relating to the assign- 
ment of accounts receivable is whether a direction to pay from 
a specific fund constitutes an assignment. In Shiro v. Drew, 
174 F. Supp. 495 (D. C. Maine 1959), the bankrupt executed 
and delivered to the defendants a letter providing that in con- 
sideration of certain loans and advances the bankrupt would 
pay the full amount of such loans and advances upon receipt of 
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payment of sums due from a customer under a specific contract. 
The contract was completed and the defendants were repaid the 
full amount of the loans nine days prior to the filing of a petition 
in bankruptcy. By stipulation it was agreed that the effect of the 
payment was to prefer a creditor and the question before the 
court was whether the letter agreement constituted either a par- 
tial assignment or a declaration of trust of a portion of the pro- 
ceeds of the contract, the trustee contending that the letter agree- 
ment was a mere promise to pay out of a fund, did not constitute 
an assignment, and hence the subsequent payment was preferen- 
tial. The court thoroughly explored the decisions in this area 
and concluded that there was nothing in the letter agreement 
containing language of present transfer essential to an assign- 
ment. There being no evidence of an intent to transfer any im- 
mediate rights, it was held that no assignment was intended or 
effected by the letter agreement. The defendants’ alternative 
suggestion that the letter agreement constituted a declaration 
of trust was also rejected on the same grounds. In contrast to 
this decision, the court in U. S. v. Bush Construction Company, 
176 F. Supp. 524 (E. D. N. Y. 1959) under similar circumstances 
reached the opposite conclusion. In the Bush Construction 
Company case, the debtor was engaged in a dispute with one 
of its customers with respect to the payments due from the 
customer. The debtor was also indebted to the government for 
federal taxes and wrote a letter to the Collector of Internal 
Revenue, with which he enclosed a letter addressed to the cus- 
tomer authorizing and directing it to pay to the government 
the monies due or to become due to the debtor for services 
rendered. The letter to the Collector of Internal Revenue con- 
tained a provision that the authorization for payment was not 
to be served on the customer until such time as a final agreement 
was reached as to the amount due. Some six months later, the 
Collector of Internal Revenue wrote to the customer advising 
it of the liens claimed by the government and enclosing either 
an original or a copy of the letter from the debtor authorizing 
and directing payment to the government. The court held 
that the letter from the debtor to the Collector of Internal 
Revenue and to the customer clearly assigned to the government 
the debtor's claim against the customer. One can only specu- 
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late as to the result in this case if the government had claimed 
a lien on the fund held by the customer and the letter from the 
debtor to the customer had directed payment to a third party. 

The assignee of monies due under a contract may very well 
see his security disappear if the assignor becomes bankrupt 
prior to completion of the contract, even if the contract is there- 
after fully performed, but not assumed, by the Trustee in Bank- 
ruptcy. The case of In Re Luscombe Engineering Company, 
268 F. 2d 683 (3rd Cir. 1959) shows how far the courts will go 
to deprive a secured lender of his security so long as there are 
some grounds upon which to do so. Bankrupt in this case as- 
signed monies due under contracts with Chrysler and Philco. 
The contract with Chrysler covered the sale of certain tools 
and dies upon completion of the contract, the payment for such 
tools and dies to be made in instalments. The contract with 
Philco merely related to merchandise to be delivered. The con- 
tracts were only partially performed upon the filing of the 
petition in bankruptcy and the Trustee entered into an inde- 
pendent agreement with Philco for the sale of finished goods 
and for the finishing of certain goods in process, Philco having 
terminated its contract with the bankrupt. The tools and dies 
covered by the contract with Chrysler were sold to Chrysler 
per the contract, with the exception that the full amount was 
paid at once and not in instalments, as provided in the con- 
tract. With respect to the transactions with Philco, the court 
quite rightly held that the assignor was not entitled to the pro- 
ceeds of the contract, since there was no assumption by the 
Trustee of the Philco contract and he was free to enter into an 
independent contract as he did. With respect to the Chrysler 
contract, the Trustee tacitly assumed and performed under the 
contract, which was never terminated (as was the Philco con- 
tract), the exception, as noted, being the payment in full in 
lieu of instalments. The court was able to find, however, that 
the Trustee did not clearly and expressly assume the contract 
with Chrysler and gave weight to the method of payment as 
constituting a new and independent agreement between the 
Trustee and Chrysler. The only way that a lender taking an 
assignment of monies due under a contract can protect itself 
in a situation of this type is to obtain an effective lien on the 
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merchandise or goods covered by the contract, so that a Trustee 
in Bankruptcy cannot at some later date arbitrarily deprive the 
lender of the benefit of his bargain. 

The most disturbing decision during the past year was that of 
the District Court in Arthur Company v. Chicago Paints, Inc., 
175 F. Supp. 50 (D. C. Minn. 1959) where the court's holding 
indicated that an assignment of an account receivable fully per- 
fected in all respects under state law cannot be protected against 
a federal tax lien arising thereafter, notwithstanding the fact 
that the assignment is made for a present consideration. In this 
case a bank was financing Chicago Paints, Inc., upon the se- 
curity of its accounts receivable. The bank maintained a regu- 
lar account and a collateral account. All collections of assigned 
accounts receivable were deposited in the collateral account 
and all loans made by the bank were credited to the regular ac- 
count. It appeared from the decision that the bank had done 
everything it could to fully perfect its assignments, and that 
there were no irregularities in handling the arrangement. The 
court reviewed the priority between the bank and the govern- 
ment in the light of Section 6323 (a) of the Internal Revenue 
Code, which provides that a mortgagee, pledgee, purchaser or 
judgment creditor takes precedence over a tax lien filed after 
the security interest has been created. In upholding the govern- 
ment’s position, the court relied on the much criticized Supreme 
Court decision in U. S. v. Ball Construction Company,’ 355 U. 
S. 587, 78 Sup. Court 442 and First State Bank of Medford v. U. 
S., 166 F. Supp. 204 (D. C. Minn. 1958), holding that an assign- 
ment does not constitute a mortgage within the meaning of 
Section 6323 (a). In holding that the bank’s security trans- 
action failed to meet the test laid down by law to achieve 
priority over a federal tax lien, the court completely ignored the 
fact situations involved in the Ball case and in the Medford 
case. There is no question that the bank’s security interest was 
choate in every respect, which was not true in the Ball and Med- 
ford cases. The sole ground upon which the decision in this 
case can be justified is that the court adhered literally to the 
language of the statute and refused to consider the bank as a 


2 For a full discussion of this decision, See Moore, Factors’ Liens and Accounts 
Receivable—Current Developments, 13 Bus. Law. 585 (July, 1958). 
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mortgagee, pledgee or purchaser of the account receivable. 
The clear lesson to be learned from this case, is that all assign- 
ments of accounts receivable should include pledge language 
to bring it within a literal interpretation of the statute. 

The difficulties encountered in attempting to maintain a 
lien on inventory through the medium of a field warehouse are 
demonstrated in the case of In Re United Wholesalers, Inc., 274 
F. 2d 316 (7th Cir. 1960), where a traditional field warehouse 
was maintained. Although no discrepancies were noted by the 
court insofar as the manner of maintaining the field warehouse, 
the arrangement was upset for a failure to comply with 
the Uniform Warehouse Receipts Act. This case raises a 
serious question as to whether any field warehouse would 
be effective within the state of Wisconsin or other states 
in the 7th Circuit, without strict compliance with the 
Uniform Warehouse Receipts Act. As opposed to the 
strict holding of the court in the field warehouse case, the 
same court liberally construed the Illinois Factor’s Lien Statute 
in the case of In Re Ben Weiss Co., 271 F. 2d 234 (7th Cir. 
1959), where a factor filed its Notice of Lien which was exe- 
cuted by an agent of the factor, who was not an officer. The 
court correctly ruled that the Illinois Factor’s Lien Statute does 
not require the signature of an officer on a Notice of Lien, and 
held that the signature by an authorized agent was in sub- 
stantial compliance with the statute. 

The Assignment of Claims Act provides that an assignment 
of monies due under a contract with the government may not 
be made to more than one assignee (31 U. S.C. A. 203). Comp- 
troller General's Decision No. B-141359 (January 20, 1960) 
considered the case where an assignment was made of monies 
due under a contract with the Army and a second assignment 
of monies due under the same contract was made. A few days 
after the second assignment, the first assignee executed a full 
and valid release of its rights. It was held that the second 
assignee was entitled to receive payment under the contract. 
While the second assignment, when executed, was not en- 
forceable against the government, it was held that the re- 
lease of the first assignment cured any technical deficiency. 
The indirect financing of a government contract was covered 
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in Chelsea Factors, Inc. v. U. S., U. S. Court of Claims No. 
372-55, March 2, 1960. In that case, the factor financed a con- 
tract to supply frozen foods to the government with funds it 
had borrowed from its bank. The factor gave to the bank col- 
lateral notes and warehouse receipts and its client executed 
an assignment of its rights under the government contract, 
naming the bank as assignee. After part of the contract had 
been completed, the officers of the frozen food concern were 
convicted of fraud and the contract was terminated. Upon the 
insolvency of the frozen food concern, the factor brought suit 
to recover from the government the amount represented by 
the food delivered prior to termination of the contract, for 
which payment had not been made. The government argued 
that the factor was not entitled to receive payment of any funds, 
since it was not designated as the assignee in the Notice filed 
in compliance with the Act. The court held, however, that 
the arrangement between the factor and the bank constituted 
a trust agreement, with the bank acting as trustee for the fac- 
tor for any funds received by the bank under its assignment. 
In another decision on the same date, the Court of Claims in 
Newark Insurance Company v. U. S. Pioneer Bank and Trust 
Co. (U. S. Court of Claims, March 2, 1960) indicated that the 
government would be permitted to recover payments made to 
an assignee under a mistake of law or fact. The contest here 
was between the assignee and a surety. The surety was re- 
quired to pay laborers and material men and contended that 
after notifying the government, the government promised not 
to pay any more money to the assignee bank until a final deci- 
sion had been made in Washington. Notwithstanding these 
advices, the government continued to make payment to the 
assignee. The surety brought an action against the govern- 
ment and the government filed a cross-claim asking that, if it 
were found liable to the surety, it should be given judgment 
for the same amount against the bank because the money had 
been paid to the bank under mistakes of fact and law. The 
bank made a motion to dismiss the cross-claim and, while the 
court did not adjudicate whether or not the surety could main- 
tain a suit against the government, it did hold that the govern- 
ment had the right for an action over against the bank if the 
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surety were to obtain judgment against the government. The 
bank argued that the Assignment of Claims Act, as amended, 
precluded the government from recovering any money paid 
to the bank as assignee. The-court held, however, that the gov- 
ernment could recover where the money was paid under a 
mistake of fact and law. This decision is contrary to the lan- 
guage of the statute which provides that the assignee is not 
liable to make restitution, refund or repayment of any amounts 
received under an assignment. See American Fidelity Co. v. 
National City Bank of Evansville, 266 F. 2d 910 (1959) for a 
contra decision holding that the government can recover only 
in cases involving fraud. 

Factors and commercial finance companies operating in 
California have, since the decision in Milana v. Credit Dis- 
count Co., 163 P. 2d 869 (1945), been attempting to exempt 
their operations from the coverage of the California Usury 
Statutes. In Refinance Corporation v. Northern Lumber Sales,* 
329 P. 2d 109 (1958), the court distinguished the Milana case 
holding that the purchase of accounts receivable does not 
necessarily constitute a loan which is subject to the usury laws, 
and stating that the court would look to the substance of any 
so-called factoring arrangement to determine whether or not 
the factor was in fact purchasing the accounts receivable and 
thus exempted from the usury laws. In Advance Industrial 
Finance Co. v. Western Equities, Inc., 343 P. 2d 408 (District 
Court of Appeals, 2nd District Cal. 1959), the court went a 
long way toward abolishing the doctrine of the Milana case 
completely. In this case the factor purchased the accounts 
receivable and assumed the credit risk on all invoices where 
the account debtor acknowledged in writing its liability to pay. 
The court reviewed the factoring contract and held that since 
the factor undertook to assume the credit risk, the transactions 
constituted a purchase of the accounts receivable rather than a 
loan, and thus, was not subject to the usury laws. The court 
was not impressed with or considered insignificant the observa- 
tion that from a practical standpoint, few account debtors ever 
acknowledge in writing their liability to pay, so that the fac- 


3 For a full discussion of this decision, See Moore, Developments in Factoring, 
Inventory Liens and Accounts Receivable Financing, 13 Bus. Law. 1130 (July, 1959). 
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tor in truth assumed the credit risk only in very rare instances. 

A decision involving a chattel mortgage, but of equal im- 
port to accounts receivable financing and inventory liens, is 
Hertzberg v. Associates Discount Company, 272 F. 2d 6 (1959) 
where the Circuit Court for the 6th Circuit refused to follow 
the decision of the 2nd Circuit Court in Constance v. Harvey, 
215 F.2d 571. The case involved a chattel mortgage recorded 
nine days after execution and the Trustee in Bankruptcy at- 
tempted to invoke the doctrine of the hypothetical lien credi- 
tor, who could attack the mortgage during the nine-day period. 
The court held that under Michigan law, the mortgage was valid, 
since there were no intervening creditors during the nine-day 
period, and that the Trustee in Bankruptcy could not stand in 
the shoes of a non-existent creditor. It is to be hoped that the 
Supreme Court will resolve the conflict by considering Lewis 
v Manufacturers National Bank of Detroit, 275 F. 2d 454 (1960) 
which involves the identical question. 

In Commercial Credit Corporation v. Sorgel, 274 F. 2d 
449 (1960), the 5th Circuit Court of Appeals in a lengthy de- 
cision considered several objections raised by the guarantors 
of indebtedness due under an accounts receivable financing 
contract. The guarantors contended that the finance company’s 
agents had represented the contract as a purchase of accounts 
and asserted that they would not have entered into the guaran- 
tee except in reliance on such statement. The court held that 
the contract involved was a “purchase” contract, but that it 
was a purchase only to secure advances. In essence, the alleged 
statements that the contract was a purchase contract were true, 
but the type of purchase was in question. The court held that 
the alleged representations did not constitute fraud upon the 
part of the finance company. The next defense raised by the 
guarantors related to the correctness of the accounting rendered 
by the finance company. All of the finance company’s original 
ledger sheets were introduced into evidence, and the court held 
that the finance company established a prima facie case there- 
by which was not contradicted by the guarantors. The most 
interesting defense raised by the guarantors was the argument 
that certain accounts receivable delivered to the finance com- 
pany after termination of the agreement constituted acceptance 
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of payment by the finance company for the full face amount of 
the accounts receivable so assigned. After reviewing the fact 
situation relating to the delivery of the additional receivables, 
the court concluded that the finance company accepted the 
same as security for the indebtedness owing to them and that 
there was no evidence of an exercise by the finance company 
to convert the accounts held as security into accounts taken at 
their face value as payment. A similar argument was made by 
the guarantors with respect to certain returned merchandise 
and the court held that such merchandise must likewise be 
considered as security for the indebtedness and not as pay- 
ment. The guarantors also argued that if the returned merchan- 
dise was held as security, the finance company negligently failed 
to dispose of such merchandise properly, so that the guarantors 
were released. The court held that the finance company was 
under no obligation to attempt to dispose of the returned mer- 
chandise, and on the contrary, it was up to the guarantors to 
pay the indebtedness due and then take over the security if he 
wished to do so. The key point in this regard was the fact 
that the principal debtor recognized its obligation to dispose 
of the returned merchandise, and at no time complained of the 
finance company’s failure to do so. The final question involved 
in the case related to the loan charges, which under the finance 
company’s contract were geared to the average daily outstand- 
ing face amount of accounts receivable held by it. The charges 
were made on the additional accounts receivable given to the 
finance company after termination of the contract and the court 
held that the service charge could not be made on the receiv- 
ables so transferred, since the finance company had not pur- 
chased the accounts receivable, had not made any advances or 
loans thereon, but was merely taking them as additional security. 

One of the most significant decisions during the year in- 
volved the affirmative opinion of the 9th Circuit Court in Bass 
v. Aetna Factors Co.,* 272 F. 2d 707 (1959), where in a per 
curiam decision the court held that the assignment of an ac- 
count receivable in violation of an express provision of a con- 
tract was valid against a Trustee in Bankruptcy. The decision 


4 For a full discussion of this decision, See Moore, Factors’ Liens and Accounts 
Receivable—Current Developments, 13 Bus. Law. 588, 589 (July, 1958). 
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of the court is most important in view of the fact that it is the 
first reported case where the doctrine set forth in Allheussen v. 
Caristo Const. Corp., 303 N. Y. 446, 103 N.E. 2d 891 (1952) 
has been considered in a situation involving the Trustee in 
Bankruptcy. While the assignment is not enforceable against 
the account debtor, the court held that it was valid as between 
the assignor and assignee and that the Trustee could not attack 
the validity of the assignment, since it was also valid as against 
other creditors. The 2nd Circuit Court in Kohn v. Myers, 266 
F. 2d 353 (1959), affirmed the District Court decision of In Re 
Autocue Sales and Distributing Corp., 162 F. Supp. 17 (1958), 
involving the financing of accounts receivable after the filing 
of a petition in bankruptcy. The 3rd Circuit Court affirmed the 
decision of the Referee in Bankruptcy in the case of In Re Ein- 
horn Brothers, Inc., 272 F. 2d 434 (1959), which involved the 
Quaker City rule. In another decision the 3rd Circuit Court re- 
versed the District Court decision of In Re Adrian Research and 
Chemical Co., 269 F. 2d 734 (1959). The District Court had 
held that the holder of a security interest could not pursue al- 
ternative remedies and lost the benefit of its security interest if 
it proceeded to judgment and levied execution on the property 
involved. The Circuit Court properly held that the secured 
lender did not forfeit its security interest by proceeding to 
judgment and execution and that it could look to its security 
interest if a subsequent bankruptcy rendered the judgment and 
levy ineffective. 


BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 





Federal Reserve Board Orders State Member 
Bank to Increase Capital 


The Board of Governors of the Federal Reserve System after 
reviewing the evidence submitted in a hearing before a Trial 
Examiner issued an order on July 18, 1960 directing The Con- 
tinental Bank and Trust Company of Salt Lake City, Utah, to 
increase its net capital and surplus funds by not less than 
$1,500,000 by selling common stock for cash within six months. 

Prior to February 1, 1952 Continental was a national bank. 
As of that date it converted to a state charter under the laws 
of Utah and was admitted to membership in the Federal Re- 
serve System. Under Section 9 of the Federal Reserve Act 
(12 U.S.C. 321) the Board had the power to admit to mem- 
bership in the System an applying state bank “subject to the 
provisions of this Act and to such conditions as it may pre- 
scribe pursuant thereto”. In approving Continental's applica- 
tion the Board prescribed the following condition: 


“The net capital and surplus funds of such bank shall be ade- 
quate in relation to the character and condition of its assets and 
to its deposit liabilities, . . .” 


Because of the bank’s refusal to take any steps to correct what 
the Board considered to have become an inadequate capitali- 
zation because of changes in the risk quality of the bank’s assets 
it instituted a proceeding to determine the adequacy of the net 
capital stock and surplus of the bank. The bank argued that 
its capital was adequate because of the strengthening of the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 119.5. 
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Federal Reserve System’s lending powers, the creation of the 
Federal Deposit Insurance Corporation and the development 
of various forms of government guaranteed loans. The Board 
rejected this argument stating that to accept it would invite 
every bank to proceed on the theory that it may be imprudent 
in its affairs because the Government would take care of it in 
times of stress. 

Although its Trial Examiner reached a contrary result, the 
Board held that the condition of membership imposed upon 
Continental was valid and violation would properly result in 
forfeiture of membership. A charge that Continental had vio- 
lated a condition of membership would be appropriate in the 
event that it did not comply with the Board’s order that it in- 
crease its capital. In re The Continental Bank and Trust Com- 
pany of Salt Lake City, Utah, CCH Fed. Banking Law Rep. 41 
93, 183. The statement of the Board of Governors in part follows: 


ORDER TO INCREASE CAPITAL 


There has come before the Board of Governors, pursuant to notice of 
institution of a proceeding with formal hearing dated June 29, 1956, 
the matter of the adequacy or inadequacy of the net capital and surplus 
funds of The Continental Bank and Trust Company, Salt Lake City, 
Utah (hereafter called “the Bank”), in relation to the character and con- 
dition of its assets and its deposit liabilities and other corporate respon- 
sibilities. During the course of the aforesaid hearing, testimony and 
documentary evidence were introduced on behalf of the Bank and the 
Board, following which Counsel] for the Bank and Special Counsel to 
the Board submitted proposed findings and conclusions with briefs 
thereon and replies thereto; the Trial Examiner filed with the Board his 
Report and Recommended Decision; Special Counsel to the Board filed 
exceptions, with supporting brief, and Counsel for the Bank filed a brief 
in opposition to such exceptions; and the matter was argued orally before 
the Board. 

The Board has considered the evidence of record to the extent and 
in the degree set forth in the Statement accompanying this Order; the 
arguments of Counsel on the issues of fact and law raised by motion and 
otherwise during this proceeding; the Trial Examiner's Report and Re- 
commended Decision; the exceptions and briefs filed by Counsel; the 
oral arguments before the Board; and information, equally available 
to the Bank, derived before and after the date of such hearing from re- 
ports of examination of the Bank and from supervisory reports filed by 
the Bank. 
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On the basis of such deliberation and consideration, and for the 
reasons set forth in the Statement accompanying this Order, it is the 
judgment of the Board, and the Board has so determined, that the net 
capital and surplus funds of the Bank are inadequate in relation to the 
character and condition of its “assets and to its deposit liabilities and 
other corporate responsibilities, and that such inadequacy in an amount 
of not less than $1,500,000 shows no likelihood of being corrected within 
a reasonable time by retained earnings. 

Accordingly, Ir Is HEREBY ORDERED that, within six months from the 
date of this Order, the Bank shall, by the sale of common stock for cash, 
effect an increase in its net capital and surplus funds in the amount of 
not less than $1,500,000. 


Dated at Washington, D. C., this 18th day of July, 1960. 

By order of the Board of Governors. 
Voting for this action: Chairman Martin and Governors Balderston, 
Szymczak, Mills, Shepardson, and King. Governor Robertson took no 
part in the Board’s consideration of this matter or in the Board’s action 
of this date, having voluntarily withdrawn from participation in the 
matter for the reasons set forth in the Statement issued by him on 
June 30, 1959, and made a part of the record in these proceedings. 

(Signed) Merritr SHERMAN, 
Secretary. 
[SEAL] 
STATEMENT OF THE BOARD 

IN CONNECTION WITH ORDER TO INCREASE CAPITAL 


I. BACKGROUND 

Prior to February 1, 1952, Continental was a national bank chartered 
under provisions of the National Bank Act. As of that date it converted 
to a State charter under the laws of the State of Utah. As of the same 
date, the Bank was admitted to membership in the Federal Reserve 
System by virtue of the Board’s approval of the Bank’s application for 
such membership filed pursuant to provisions of the Federal Reserve Act. 
In thus voluntarily becoming a member of the System, Continental be- 
came subject to all provisions of the Federal Reserve Act and other 
laws of Congress applicable to State member banks. 

At the time of Continental’s admission to membership, Section 9 of 
the Federal Reserve Act required a State bank, in order to be eligible 
for membership, to have capital equal to the minimum amount specified 
by the National Bank Act for the organization of a national bank in the 
place in which such State bank was located, and the amount so specified 
by the latter Act was arbitrarily related to the population of the place 
of the bank’s location. Continental’s capital met this requirement of 
the statute. It was not until July 15, 1952, several months after Conti- 
nental’s admission, that Section 9 of the Federal Reserve Act (12 U.S.C. 
329) was amended to prohibit admission of a State bank to member- 
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ship in the Federal Reserve System unless it has “capital stock and 
surplus which, in the judgment of the Board of Governors of the 
Federal Reserve System, are adequate in relation to the character and 
condition of its assets and to its existing and prospective deposit liabili- 
ties and other corporate responsibilities”. 

Although Continental met the minimum capital requirement prescrib- 
ed by the Federal Reserve Act at the time of its admission to member- 
ship, nevertheless, if in the judgment of the Board the Bank lacked 
adequate capital, it was within the Board’s statutory discretion either 
to withhold approval of the Bank’s application for membership or to 
approve the Bank’s application notwithstanding its capital situation. An 
intermediate course was also open to the Board. Under the first para- 
graph of Section 9 of the Federal Reserve Act (12 U.S.C. 321), the Board 
had authority to permit an applying State bank to become a member 
of the System “subject to the provisions of this Act and to such condi- 
tions as it may prescribe pursuant thereto.” Pursuant to this provision, 
the Board prescribed the following conditions of membership in ap- 
proving Continental's application for membership: 


Such bank at all times shall conduct its business and exercise its 
powers with due regard to the safety of its depositors, and, except 
with the permission of the Board of Governors of the Federal Reserve 
System, such bank shall not cause or permit any change to be made 
in the general character of its business or in the scope of the corporate 
powers exercised by it at the time of admission to membership. 

The net capital and surplus funds of such bank shall be adequate in 
relation to the character and condition of its assets and to its deposit 
liabilities and other corporate responsibilities, and its capital shall not be 
reduced except with the permission of the Board of Governors of the 
Federal Reserve System. 


It was the second of these conditions, hereafter called “Condition of 
Membership No. 2”, that expressly related to the maintenance of ade- 
quate capital. 

In accordance with its practice of prescribing special conditions of 
membership when warranted by the circumstances of particular cases, 
the Board also prescribed two such special conditions in Continental’s 
case. One required full payment within two years of the indebtedness to 
Continental of certain members of the family of Mr. Walter E. Cos- 
grift, President of Continental; the other provided that the Bank prior 
to membership should charge off or otherwise eliminate certain losses. 

That the Board had reservations as to the adequacy of Continental's 
capital and that Condition of Membership No. 2 was intended to be 
a continuing condition as to maintenance of adequate capital was clearly 
evidenced by the Board’s letter of January 25, 1952, advising the Bank 
of the Board’s approval of its application for membership. In that 
letter, the Board stated: 
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In approving this application the Board of Governors has considered 
and relied upon the assurances given by Mr. Cosgriff that his indebted- 
ness and that of his immediate family to the affiliated banks in which 
they own a majority stock interest will be liquidated within two years 
and that the dividends of The Continental Bank and Trust Company 
will not exceed $108,000 per annum until the capital funds of the bank 
have been increased through retention of earnings by a substantial 
amount: at least $600,000 to $700,000. The Board feels that the pres- 
ent capitalization of the bank is low in relation to its total assets and, 
particularly, in relation to the amount of its risk assets (total assets 
less Cash and Government securities). Therefore, the Board wishes 
to emphasize the fact that its present action in approving the applica- 
tion for membership is not to be construed as approving in any way 
the bank’s capital position or as indicating that the Board may not 
hereafter insist on an increase in the bank’s capital or on the correction 
of any undesirable condition. (Exh. 52) (italics supplied) 


In compliance with the understanding stated in this letter with 
respect to dividends, Continental did not increase its dividends until 
after its capital funds had been increased by $700,000. Nevertheless, 
each examination of Continental subsequent to its admission to mem- 
bership indicated that, because of changes in the risk quality of its as- 
sets, its capital structure was still low in relation to the character and 
condition of its assets and liabilities. On each such occasion, corrective 
action was urged, but the Bank refused to take any further steps to im- 
prove its capital situation. 

By letter dated February 10, 1956, the Federal Reserve Bank of 
San Francisco informed Continental that, after review of its capital 
situation, the Board of Governors believed that corrective action was 
needed; and advice was requested within 60 days as to what steps the 
Bank would take to provide not less than $1,500,000 of net additional 
capital funds by the sale of additional common stock. Continental is- 
sued notice of a special stockholders’ meeting to consider an increase in 
capital; but the notice was accompanied by a letter from Mr. Walter E. 
Cosgriff, President of Continental, opposing such action, and the stock- 
holders rejected the request. 

On June 29, 1956, the Board issued to Continental a notice of insti- 
tution of a proceeding with a formal hearing, stating that, if reports of 
examination of Continental made by the Federal Reserve Bank of San 
Francisco were correct, they indicated that the capital and surplus funds 
of Continental were inadequate, and that the hearing was being ordered 
to determine: 


(1) the adequacy or inadequacy of the net capital stock and surplus 
of the Bank in relation to the character and condition of its assets and 
its present and prospective deposit liabilities and other corporate re- 
sponsibilities; 

(2) the additional amount of capital funds, if any, needed by the 
Bank; and 











940 THE BANKING LAW JOURNAL 


(3) what period of time would be reasonable to allow the Bank 
to increase its capital funds to make them adequate, before being re- 
quired by the Board to surrender its Federal Reserve Bank stock and 
forfeit its membership in the System. 


= oe o + 


The conclusions of the Trial Examiner may be briefly summarized 
as follows: First, as to the Board’s statutory authority, he concluded 
that the Board has no authority under the law to prescribe regulations 
requiring maintenance of adequate capital by a State member bank; 
that, even if such authority may be implied from various provisions of 
the Federal Reserve Act, the law contains no constitutionally adequate 
standards to guide the Board in exercising such authority; that, in any 
event, the Board’s regulation on the subject is too vague and indefinite 
to be enforceable; that, even if Condition of Membership No. 2 is en- 
forceable as a condition precedent to membership, it is invalid as ap- 
plied subsequent to membership; and that such condition is in derogation 
of the authority of the Federal Deposit Insurance Corporation to termi- 
nate deposit insurance upon a finding of “unsafe and unsound” banking 
practices. Second, aside from the question of the Board’s authority, the 
Trial Examiner concluded that requirements of due process of law were 
not observed during the 1956-1958 hearing because of the indefiniteness 
of the notice of that hearing, the refusal of the Board to permit access 
by Counsel for Continental to certain material in the Board’s files, bias 
and prejudice on the part of certain witnesses called by Special Counsel 
to the Board, and because of certain other stated reasons. Finally, the 
Trial Examiner concluded that the evidence at that hearing was not 
sufficient to establish a violation by Continental of Condition of Mem- 
bership No. 2. On the basis of these conclusions, the Trial Examiner 
recommended that the proceeding be dismissed. 


II. Lecat Aspects OF THE CASE 


Forfeiture of a State member bank’s membership in the Federal Re- 
serve System is provided for by the ninth paragraph of Section 9 of the 
Federal Reserve Act (12 U.S.C. 327) which reads as follows: 


If at any time it shall appear to the Board of Governors of the Federal 
Reserve System that a member bank has failed to comply with the pro- 
visions of this section or the regulations of the Board of Governors of 
the Federal Reserve System made pursuant thereto, or has ceased to 
exercise banking functions without a receiver or liquidating agent having 
been appointed therefor, it shall be within the power of the board after 
hearing to require such bank to surrender its stock in the Federal Re- 
serve Bank and to forfeit all rights and privileges of membership. The 
Board of Governors of the Federal Reserve System may restore mem- 
bership upon due proof of compliance with the conditions imposed by 
this section. 


In the present case there is no question of cessation of banking func- 
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tions. Accordingly, the Board’s authority to forfeit membership for 
violation of Condition of Membership No. 2 must depend upon (1) 
whether violation of a condition of membership constitutes a failure to 
comply with the provisions of Section 9 of the Federal Reserve Act or 
with regulations of the Board made pursuant thereto; (2) whether Con- 
dition of Membership No. 2 is a valid condition prescribed pursuant to 
the Act; and (3) whether, in the event of noncompliance with such 
condition, any action taken by the Board meets the requirements pre- 
scribed by the ninth paragraph of Section 9 of the Federal Reserve Act 
and any other applicable procedural requirements, including due process 
of law. 

Violation of condition of membership as ground for forfeiture of mem- 
bership.—It has been recognized by judicial decision that the Board has 
authority, after hearing, to terminate membership of a State member 
bank that fails to comply with a condition of membership imposed by 
the Board and accepted by such bank, if it is a valid condition prescribed 
pursuant to the Federal Reserve Act. Peoples Bank v. Eccles, 161 F. 2d 
636 (1947), reversed on other grounds, 333 U. S. 426 (1948). Implicit 
in the Court’s holding in that case was the conclusion that violation of 
a validly prescribed condition of membership constitutes a violation 
either of the provisions of Section 9 of the Federal Reserve Act or of 
some regulation prescribed by the Board pursuant thereto, or both. For 
the reasons hereafter indicated, it is the Board’s opinion that violation 
of such a condition constitutes a violation of both Section 9 of the Act 
and the present Section 6(c) of the Board’s Regulation H (12 CFR 
208.6(c) ). 

As has been noted, conditions of membership are authorized by the 
first paragraph of Section 9 of the Federal Reserve Act (12 U.S.C. 321), 
relating to applications by State banks for membership in the System. 
That paragraph provides in part: 


... The Board of Governors of the Federal Reserve System, sub- 
ject to the provisions of this Act and to such conditions as it may pre- 
scribe pursuant thereto may permit the applying bank to become a 
stockholder of such Federal Reserve Bank. 


The legislative history of this provision, as reflected in amendments made 
by Congress in 1917 and in 1927, clearly indicates that Congress did not 
regard a condition of membership as itself constituting a “regulation”. 
Although the so-called “standard” conditions of membership, including 
Condition of Membership No. 2, are contained in Section 7 of the Board’s 
Regulation H (Section 6 at the time of Continental’s admission), they 
are set forth there for the information of State banks that may wish to 
become members of the System and are not themselves of a regulatory 
nature. 

Since Condition of Membership No. 2 is not itself a “regulation” as 
to capital adequacy, the Board finds it unnecessary to consider the ques- 
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tion posed by the Trial Examiner whether the Board has statutory 
authority to prescribe regulations on this subject or whether the law 
prescribes adequate standards for such regulations. 

In the Board’s opinion, the provision of the first paragraph of Sec- 
tion 9, heretofore quoted, with respect to the Board’s authority to im- 
pose conditions of membership, must be read as implicitly providing that 
any State bank voluntarily becoming a member of the System shall 
comply with conditions of membership imposed by the Board pur- 
suant to the Act. Otherwise, the Board’s authority to prescribe such 
conditions would be meaningless. Consequently, violation of such a 
condition constitutes a violation of this provision of the Act. 

In addition, noncompliance with a condition of membership also 
constitutes a violation of Section 6(c) of the Board’s Regulation H (Sec- 
tion 7(c) at the time of Continental’s admission) which expressly pro- 
vides: 


Every State bank while a member of the Federal Reserve System— 

(c) Shall comply at all times with any and all conditions of mem- 
bership prescribed by the Board in connection with the admission of 
such bank to membership in the Federal Reserve System; . . . 


Under Section 11(i) of the Federal Reserve Act (12 U.S.C. 248(i) ), 
the Board is authorized to “make all rules and regulations necessary to 
. . . perform the duties, functions, or services specified in this Act”. 
One of the Board’s statutory duties and functions is the prescribing of 
conditions of membership. The Board cannot effectively perform this 
duty and function without the power to require compliance with con- 
ditions so prescribed. It is clear, therefore, that the Board has authority 
to prescribe by regulation that State member banks shall comply with 
conditions of membership; otherwise, a State member bank, having 
voluntarily accepted such conditions, could disregard them after becom- 
ing a member and the purpose of the law would be wholly nullified. 

A violation of a valid condition of membership is, therefore, both a 
noncompliance with the first paragraph of Section 9 of the Federal Re- 
serve Act and with Section 6(c) of the Board’s Regulation H issued pur- 
suant thereto. It remains to be considered whether Condition of Mem- 
bership No. 2 is a valid condition of membership. 

Validity of Condition of Membership No. 2.-The fourth paragraph 
of Section 9 of the Federal Reserve Act (12 U.S.C. 322) requires the 
Board, in acting upon an application for membership, to consider: 


. . . the financial condition of the applying bank, the general char- 
acter of its management, and whether or not the corporate powers 
exercised are consistent with the purposes of this Act. 


Consideration of the “financial condition” of a bank applying for 
membership and of the “general character of its management” reasonably 
justifies, and even requires, the imposition by the Board of a condition 
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regarding the capital adequacy of a bank admitted to membership. It 
is the Board’s opinion, therefore, that such a condition is properly to be 
regarded as one prescribed “pursuant” to the fourth paragraph of Sec- 
tion 9 of the Federal Reserve Act. At the same time, the language found 
in that paragraph of the Act contains statutory guides which, in the 
Board’s judgment, are at least as specific as standards that have been 
sustained by the United States Supreme Court against contentions of 
unconstitutional delegations of legislative powers. Moreover, it is the 
Board’s opinion that the language of Condition of Membership No. 2 
itself, which relates capital adequacy to the character and condition of 
a bank’s assets and its deposit liabilities and other corporate responsibili- 
ties, is sufficiently definite to overcome charges of vagueness made by 
Continental and by the Trial Examiner to the same effect. 


The Board disagrees with the conclusion of the Trial Examiner that, 
even if the Board has authority to prescribe Condition of Membership 
No. 2 as a condition precedent to membership, it has no authority to 
prescribe it as a condition subsequent to membership. Such a position 
would mean that a bank could be required to have adequate capital in 
order to be admitted to membership, but that, once a member, it could 
freely allow its capital situation to deteriorate without regard to the 
safety of its depositors or the general desirability of maintaining a sound 
banking system. 

Similarly untenable, in the Board’s opinion, is the Trial Examiner's 
conclusion that termination of a State bank’s membership in the Federal 
Reserve System for capital inadequacy would be in derogation of the 
authority of the Federal Deposit Insurance Corporation to terminate 
such bank’s deposit insurance for unsafe or unsound banking practices. 
The Federal Reserve Act and the Federal Deposit Insurance Act are 
separate statutes conferring separate authority. The Federal Deposit 
Insurance Act itself recognizes that the Federal Deposit Insurance Cor- 
poration does not have “exclusive” authority to issue and terminate de- 
posit insurance as to banks that are members of the System. Under the 
provisions of that Act, State banks that are admitted to the Federal Re- 
serve System are insured without application to the Federal Deposit In- 
surance Corporation, and State banks whose membership in the System 
is terminated by the Board automatically lose deposit insurance. 

Procedural requirements.—Under the ninth paragraph of Section 9 
of the Federal Reserve Act, heretofore quoted, membership of a State 
member bank may not be forfeited (1) until after it shall “appear” to 
the Board that the bank “has failed to comply” with Section 9 of the Act 
or regulations pursuant thereto, and (2) until after a hearing held with 
respect to such noncompliance. 

Although, as has been noted, the Board in February 1956 had ex- 
pressed the view that Continental should increase its capital by at least 
$1,500,000, no fina] determination as to whether Continental's capital 
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was inadequate or, if so, the amount of such inadequacy, had been made 
by the Board at the time of the institution of the 1956-1958 hearing. 
That hearing was ordered for the purpose of receiving evidence upon 
which the Board might base a determination of the adequacy of the 
Bank’s capital. The notice of that hearing did not charge the Bank with 
having failed to comply with Condition of Membership No. 2 or with 
Section 9 of the Federal Reserve Act and regulations pursuant thereto; 
such a charge would be appropriate only in the event of failure of the 
Bank to comply with the Board’s Order of today’s date. Consequently, 
arguments made by Counsel for Continental as to the failure of the 
Board in the 1956-1958 hearing to sustain its “burden” of proving a viola- 
tion of law or regulation are irrelevant and the Trial Examiner’s conclu- 
sions in this respect are therefore rejected. 


= * 2 2 


To the extent that the Trial Examiner’s conclusions as to the Board’s 
lack of statutory authority in this matter, failure to sustain its burden 
of proof, and denial of due process of law, are inconsistent with the 
above-stated conclusions of the Board, the Trial Examiner’s conclusions 
and his recommendations based thereon are hereby rejected for the 
reasons heretofore indicated. The Board also rejects all other findings 
and conclusions of the Trial Examiner including his findings and con- 
clusions regarding the adequacy of Continental's capital, to the extent 
that they are inconsistent with the findings and conclusions of the Board 
as heretofore or hereafter set forth in this Statement. 


III. ConrTINENTAL’s CaprraL NEEDS 
> “< 


A decision on the question whether a particular bank’s “net capital 
and surplus funds” are “adequate in relation to the character and con- 
dition of its assets and to its deposit liabilities and other corporate re- 
sponsibilities’—the language of Condition of Membership No. 2—re- 
quires the formation in each case of a reasonable judgment based on all 
relevant factors and formed in the light of experience in this field. 

The factual information considered in this case derives principally 
from Continental’s own books and records, and is reflected largely in re- 
ports of examination of that Bank, copies of which were furnished to 
it, as well as in supervisory reports filed by the Bank. The Board has 
considered not only information to the date of the 1956-1958 hearing, 
but also, in order to be more currently realistic and to give Continental 
the benefit of any later net improvement in its capital situation, subse- 
quent information to the present time. 

Recognizing that no single formula or mechanistic rule can show 
definitely whether a particular bank’s capital is adequate and that this 
question must depend upon consideration of all relevant circumstances, 
the Board in this case has taken into account all of the evidence adduced 
at the 1956-1958 hearing relating to the adequacy of Continental’s capital 
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except that portion of the evidence heretofore excluded for the reasons 
stated. It was made clear during that hearing that it is the practice of 
experts in this field to consider certain initial or preliminary tests in ap- 
praising a bank’s capital situation, with subsequent adjustments for special 
factors not given effect fully in the initial tests, before reaching a final 
judgment as to whether a bank’s capital is adequate or inadequate. 
Among such initial or preliminary tests are (1) the ratio of capital to 
total deposits; (2) the ratio of capital to total assets; (3) the ratio of 
capital to so-called “primary risk” assets (total assets less cash assets and 
U. S. Government securities ); (4) the ratio of capital to so-called “second- 
ary risk assets” (total assets less cash assets, U. S. Government securities, 
Government guaranteed assets, and certain other similar assets); (5) a test 
in the nature of a schedule of different capital requirements against 
different types of assets formulated by the Federal Reserve Bank of 
New York; (6) a somewhat similar schedule prepared for the Illinois 
Bankers Association; and (7) a somewhat similar and more specific 
schedule developed by the staff of the Board of Governors. 


o co ° 2 


Continental also argued that its capital is adequate because of the 
strengthening of the Federal Reserve System’s lending powers, the 
creation of the Federal Deposit Insurance Corporation, the development 
of various forms of Government guarantees for various kinds of loans, 
and the addition to the economy of other built-in stabilizers; that com- 
parison with other banks is meaningless; and that most other banks have 
excessive capital. Such arguments, if accepted, would invite every bank 
to proceed on the theory that it may be imprudent and improvident in 
its affairs because the Government will take care of it in time of stress. 
Moreover, such arguments fail to recognize that each bank would need 
substantially more capital than it now has if it were not for the strength 
available in time of need from all other banks and from the Federal Re- 
serve System and the FDIC. When one bank provides considerably less 
than its proportionate share of capital it abuses the composite protection 
provided by other banks and governmental action, and decreases the 
protection available to other banks with a resulting increase in the risk 
which they and the general public must bear. 

The Board has carefully considered the arguments of Continental as 
previously stated above, but, fur the reasons indicated, concludes that 
they cannot be given significant weight in appraising the adequacy or 
inadequacy of Continental's capital. 

In the present case the Board has considered the results suggested 
by the application of preliminary tests of the kind heretofore discussed, 
and it has also considered whether special circumstances in this case 
require adjustments, either upward or downward in those preliminary 
indications of capital need. For example, the Board has taken into ac- 
count the Bank’s investment in buildings and other fixed assets, including 
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the substantial proportion of bank capital invested therein, nonbank in- 
come from the property, and testimony as to estimated value currently 
and in a depression; the nature of Continental’s management, including 
its relationships with a number of smaller banks comprising in effect a 
“chain” of banks under similar control; and significant trends in capital, 
various assets and deposits of Continental. 


On the basis of all of the circumstances heretofore indicated, and 
after considering all arguments and relevant evidence in this matter, 
including the testimony of the witnesses heretofore identified, the results 
of the application of preliminary tests, further factors in this case not 
fully given effect in those tests, views expressed by counsel, and the Re- 
port and Recommended Decision of the Trial Examiner, the Board has 
concluded in its judgment that as of October 16, 1956, Continental's 
net capital and surplus funds were inadequate in relation to the character 
and condition of its assets and to its deposit liabilities and other cor- 
porate responsibilities by an amount of not less than $2,200,000. 


Since October 16, 1956, Continental has increased its capital and 
surplus funds to some extent from retained earnings. On the other hand, 
there have been substantial changes in the nature and risk quality of its 
assets, with the result that its capital needs have further increased and 
the reduction in capital inadequacy has been less than the additions to 
capital. For example, there has been a significant and substantial shift 
in the Bank's investments in securities from those with relatively short 
maturities to securities with much longer maturities. While such a shift 
to longer maturities may in no way lessen the certainty of the obligations 
being paid when they mature, nevertheless, such a shift does increase 
the Bank’s risks and need for capital. This is not only because securities 
with longer maturities generally experience wider fluctuations in market 
prices, but also because a bank that has reduced its holdings of shorter- 
term, liquid assets which it might otherwise be able to convert into 
cash in case of need is more likely to have to sell other assets such as the 
longer-term obligations. For the reasons here indicated, it is the 
Board’s judgment, and it so determines, that Continental’s net capital 
and surplus funds are now inadequate in relation to the character and 
condition of its assets and to its deposit liabilities and other corporate 
responsibilities, and that such inadequacy in an amount of not less than 
$1,500,000 shows no likelihood of being corrected within a reasonable 
time by retained earnings and should in the public interest be corrected 
by the issuance of additional common stock for cash. While the Board 
has carefully considered whether this necessary increase might be accom- 
plished by some other means, the Board has concluded on the basis of all 
relevant information, and in the exercise of its judgment, that such an 
increase should be effected by the sale of common stock for cash. 


The Board has also concluded on the basis of the testimony and after 
consideration of all circumstances of this case, that a period of six months 


FEDERAL RESERVE SYSTEM 947 


from the date of the accompanying Order would be an adequate period 
within which such an increase in capital should be effected by Continental. 
Since the present conclusions as to Continental's capital inadequacy 
are based, as indicated above, on the relationship of its actual capital to 
its appraised need, a substantial worsening in either would require fur- 
ther consideration and possibly further determinations by the Board. 


Although Oral Acceptance Unenforceable Bank 
Recovers On Theory of Unjust Enrichment 


Home Savings Bank brought an action against General 
Finance Corporation to recover the sum of $7,200. The bank 
established that the finance corporation orally promised the 
bank that it would honor a $7,200 sight draft which had been 
deposited with the bank if the bank would certify a $9,700 
check drawn on the same account in which the sight draft had 
been deposited. The bank certified the check drawn in favor 
of the finance company as it had promised but the finance com- 
pany refused to honor the draft. 

The Supreme Court of Wisconsin agreed that the bank was 
entitled to recovery. It refused, however, to allow recovery 
for breach of the oral contract to honor the draft. Since an ac- 
ceptance must be in writing and signed by the drawee to be 
effective, the court refused to allow recovery for breach of the 
oral promise to accept the draft because to allow such recovery, 
the court reasoned, would undercut the rule that an acceptance 
must be in writing. 

Since there was only $3,080.56 in the account when the 
bank certified the $9,700 check the court concluded that the 
bank acted in reliance on the promise to honor the draft and 
held, accordingly, that it would be inequitable in the circum- 
stances to allow the finance company to profit at the bank’s ex- 
pense. The court awarded the bank $6,619.44 which was the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 16. 
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difference between $9,700 (the face amount of the check the 
bank certified) and the sum of $3,080.56 (the amount in the 
account). Home Savings Bank v. General Finance Corp., Su- 
preme Court of Wisconsin, 103 N.W.2d 117. The opinion of 
the court follows: 


On August 30, 1957, Home Savings Bank brought action against 
General Finance Corporation seeking recovery of $7,200. The complaint 
set forth four causes of action, only two of which are now relied upon. 

In the first cause of action, it was alleged in brief that General 
Finance promised to honor a $7,200 sight draft which had been deposited 
with the bank, and forwarded for collection, if the bank would certify 
a $9,700 check drawn in favor of General Finance upon the same account; 
that the bank acted upon such promise, but that General Finance refused 
to honor the draft. The gist of the fourth cause of action was that by 
reason of the bank’s certification and later payment of the $9,700 check 
to General Finance, and General Finance’s failure to honor the $7,200 
sight draft, General Finance will be unjustly enriched. 

Schenk’s Motor Sales, Inc., was a depositor with the bank. From 
time to time it purchased repossessed automobiles from General Finance, 
and General Finance from time to time financed used cars for Schenk’s 
on a trust-receipt basis. On June 28, 1957, General Finance sold eight 
automobiles to Schenk’s for $9,700, and Schenk’s issued its check drawn on 
the bank for $9,700 payable to General Finance. On July 2d, General 
Finance deposited this check in the First Wisconsin National Bank. 
That evening, Schenk’s deposited a sight draft on General Finance in 
the bank’s night depository. It was an envelope draft containing a pro- 
missory note for $7,200 signed by Schenk’s and payable on demand to 
General Finance, and a trust receipt securing the note signed by Schenk’s 
as trustee pledging five of the eight cars purchased June 28th to General 
Finance as the “entruster.” Because of the absence from the city of 
Mr. Schenkenberger, the president of Schenk’s, and because of a rule 
of the bank requiring opening of the deposit in the presence of the 
depositor, this deposit remained unopened for several days. 

On July 3d, the bank refused payment of the $9,700 check because 
of insufficient funds. Schenk’s had $3,080.56 in its account exclusive 
of the $7,200 draft. On July 5th, General Finance received the dishonored 
check, and also discovered that Schenk’s had become indebted to it for 
an additional $7,950 by reason of sales of financed automobiles for which 
it had not accounted. Schenkenberger explained to General Finance 
that the $7,200 draft had been deposited, and had the bank open the 
deposit. On July 8th, General Finance obtained a check from Schenk’s 
for the $7,950, and sent a messenger to the bank to have both checks 
certified. At the bank, the messenger was referred to the president, 
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Mr. Kruyne. Mr. Kruyne had a telephone conversation with the branch 
manager of General Finance, Mr. Finnegan, and after the conversation 
Mr. Kruyne had the $9,700 check certified. There was a dispute as to 
the conversation between Kruyne and Finnegan but the court found 
that in this conversation, Mr. Finnegan orally promised that the $7,200 
draft deposited by Schenk’s would be paid by General Finance. General 
Finance deposited the certified check in the First Wisconsin National 
Bank. On the morning of July 9th, a messenger from the First Wisconsin 
National Bank took the certified check to the Home Savings Bank and 
received $9,700 in cash. General Finance refused to honor the $7,200 
sight draft. On the following day, General Finance took the five auto- 
mobiles listed in the trust receipt, and later sold them for $5,900. Schenk’s 
Motor Sales, Inc., went into receivership. 

After trial, in addition to finding facts as previously stated, the circuit 
court found that Mr. Kruyne knew that Schenk’s financial status was 
precarious, and that the check had once been returned because of 
insufficient funds; that he knew, or should have known that the ac- 
ceptance of a draft must be in writing to be enforceable; that General 
Finance was not estopped from raising the defense of the non-enforce- 
ability of its oral promise to honor the sight draft; and that the record 
does not sustain the allegation that the defendant was unjustly enriched. 

On August 7, 1959, judgment was entered dismissing plaintiff's com- 
plaint, and plaintiff bank has appealed. 

Glassner, Clancy & Glassner, Arnold, Philipp & Murray, Milwaukee, 
for appellant. 

Kohner & Howard, Goldenberg & McKay, Milwaukee, Samuel Gold- 
enberg, Milwaukee, of counsel, for respondent. 

FAIRCHILD, Justice. 

Plaintiff bank points out that it is not attempting to recover from 
General Finance upon an accepted bill of exchange. “... The acceptance 
must be in writing and signed by the drawee. ...” Sec. 118.07, Stats. 
Plaintiff bank does claim, however, that General Finance orally promised 
to accept the draft if the bank would certify the $9,700 check payable to 
General Finance; that the bank did so, and thereby accepted the offer 
and furnished consideration for the promise; that no statute requires 
such contract to be in writing to be enforceable. Secondly, plaintiff 
bank claims a cause of action for restitution of unjust enrichment. An- 
other theory supported in some of the decisions was also considered by 
the circuit court, but rejected. This theory is that the promissor, General 
Finance, was estopped from raising the defense that its acceptance must 
be written. 

1. Separate contract theory. “If an acceptance or promise to accept 
is unenforceable under the Statute because it is not in writing, it is well 
settled that the drawee is liable neither on the bill nor on the promise, 
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though if other consideration is given for the promise, as distinguished 
from the consideration supporting the bill, it should be binding as a 
simple contract.” 4 Williston, Contracts (rev. ed.), p. 3435, sec. 1195. 
This theory appears to have been followed in several cases cited in 
Beutel’s Brannan, Negotiable Instruments Law, pp. 1229-31. The diffi- 
culty we have with it is that if fully and logically followed, it would erode 
or evade the statutory requirement that an acceptance be written. A 
drawee’s promise to accept or pay an outstanding bill is scarcely dis- 
tinguishable from “signification by the drawee of his assent to the order 
of the drawer,” the definition of acceptance in sec. 118.07, Stats., requiring 
an acceptance to be in writing. Even where an acceptance be written, 
if it is written on a paper other than the bill, it does not bind the acceptor 
except in favor of a person to whom it is shown and who, on the faith 
thereof, receives the bill for value, Stat. § 118.09. It can be implied, 
we think, from these two sections that an oral acceptance does not 
bind the acceptor even in favor of a person to whom the oral acceptance 
is directly communicated, and who, on the faith thereof, receives the 
bill for value. If this be not implied, then any person to whom the 
oral assent was directly communicated by the drawee and who, in reliance 
thereon, parted with value could claim an enforceable oral promise on 
the separate contract theory. 


2. Estoppel. “On the other hand, some cases have held that the 
drawee’s misleading conduct in addition to such oral statement or 
promise may estop him to deny an acceptance in writing even under the 
Act.” Williston, op. cit., p. 3436. 

One decision which appears to be based upon such estoppel, although 
the separate contract theory was also suggested, is First State Bank of 
Lemmon v. Stockmen’s State Bank, 1920, 42 S.D. 585, 176 N.W. 646. 
In that case, a representative of defendant bank was attempting to collect 
a draft from one Halver so that it could transmit the proceeds to the 
drawer. Defendant's representative met Halver in another town at 
the office of plaintiff bank. Halver drew a check on defendant for the 
amount of the draft, and defendant’s representative gave this check to 
plaintiff and asked plaintiff to issue its own draft in return. Under 
the circumstances, defendant could save time by obtaining a draft from 
plaintiff and transmitting it as the proceeds of the draft on Halver which 
it was collecting. When Halver’s check was presented to defendant 
bank, payment was refused because of insufficient funds. Plaintiff was 
granted recovery, and the court said, at 176 N.W. 648: “Having led 
plaintiff to believe that the check was good, and that it would be honored 
when presented, and having induced the issuance of the draft on the 
strength of such belief, defendant will not, after the bank draft has been 
paid, be heard to say that the check was not good and would not be 
honored.” 
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In the instant case, the circuit court considered the theory of estoppel 
although not expressly pleaded, and although plaintiff disclaims any 
attempt to recover upon the sight draft as if it had been accepted. The 
circuit court rejected this theory because of Mr. Kruyne’s familiarity with 
banking, his knowledge of the law’s requirement that an acceptance 
be in writing, his knowledge of Schenk’s precarious financial condition. 
The court determined that under the circumstances plaintiff bank did 
not show sufficient diligence to be entitled to invoke the equitable doc- 
trine of estoppel. We are of the opinion, however, that the theory of 
plaintiff's fourth cause of action, restitution of unjust enrichment, pro- 
duces a result entirely equitable to plaintiff and deem it unnecessary to 
determine under what, if any, circumstances, a drawee would be estopped 
from relying upon the statutory requirement that an acceptance be in 
writing, or to review the reasons given by the circuit court for not 
applying the theory of estoppel here. 

8. Unjust enrichment. The essential elements of quasi contract are a 
benefit conferred upon the defendant by the plaintiff, appreciation by the 
defendant of such benefit, and acceptance and retention by the defendant 
of such benefit under circumstances such that it would be inequitable to 
retain the benefit without payment of the value thereof. Kelly Lumber 
Co. v. Woelfel, 1957, 1 Wis.2d 390, 391, 83 N.W.2d 872. The conferring 
of the benefit and appreciation by defendant are clear. 

It also seems clear that at least as to a part of the money, retention 
by General Finance is inequitable. It is beyond belief that General 
Finance could have obtained cash for the $9,700 check in any way except 
by persuading the bank president that the draft would be honored. 
No matter how gullible or careless it may have been for the president 
to rely upon an oral acceptance, the retention of the bank’s money after 
refusal to honor the draft as promised can not be considered equitable. 

$3,080.56 was the balance in Schenk’s account when the check was 
certified. The record does not disclose the payment of any checks by 
the bank after that except the one for $9,700. We think the amount 
which General Finance can not equitably retain is the difference between 
$9,700 and $3,080.56, or $6,619.44. 

In a somewhat similar case, the supreme court of Utah permitted a 
bank to recover from a finance company although the principle of unjust 
enrichment was not mentioned by that name. Farmers and Merchants 
Bank v. Universal C. I. T. Credit Corp., 1957, 6 Utah 2d 413, 315 P.2d 
653, 655. There, defendant finance company presented to plaintiff 
bank ten checks drawn on the bank by an automobile dealer. Plaintiff 
paid the checks. There were not sufficient funds to the credit of the 
automobile dealer unless certain drafts drawn by the dealer on the de- 
fendant already deposited in the bank and which an officer of defendant 
had orally promised to honor were paid. The court approved findings 
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that defendant was aware of this, but that the bank, because of its re- 
liance upon the oral promises, did not know that there were no funds 
available with which to pay the checks. Later the defendant refused 
to honor the drafts. The court stated that it applied the following 
principle: 


“Tf the payee of a check has knowledge that there are no funds 
on deposit to meet it, and the bank pays the check in ignorance 
of that fact, there may be a recovery of the payment. Peterson v. 
Union National Bank, 52 Pa. 206, 91 Am. Dec. 146.’ ” 


In granting recovery, the court said that the balance in the dealer’s 
account of the “good credit received from other sources” should be offset 
against the total amount of the ten checks. 

It has been suggested that since an acceptance of a bill must be in 
writing in order to be enforceable, it is against public policy to grant 
restitution in the situation here present. This question is considered 
in Restatement, Contracts, sec. 855. In comment a of subsec. 1, it is said: 


“The parties to a contract that is rendered unenforceable by the 
Statute of Frauds or some similar statute very frequently act in 
reliance on it by rendering the agreed performance, in part or in 
whole, or by making improvements on land that is the subject 
matter of the contract. In such cases, the refusal of all judicial 
remedy would result in harm to one party and unjust enrichment 
of the other. Therefore, restitution is enforced even though the 
Statute makes other remedies unavailable.” 


An exception is stated as follows: 


“The remedy of restitution is not available if the Statute that 
makes the contract unenforceable so provides, or if the purpose of 
the Statute would be nullified by granting such a remedy.” 


In a recent case, we said: 


“Under the theory of unjust enrichment it is immaterial whether 
the defendant and the plaintiff entered into a void contract. The 
plaintiff is not seeking to have the defendant perform the alleged 
contract. It is seeking the return of its money. Money paid under 
an oral contract void because of the statute of frauds may be 
recovered on the theory that it was paid without consideration 
because the law implies a promise of repayment when no rule 
of public policy or good morals has been violated.” Arjay Invest- 
ment Co. v. Kohlmetz, 1960, 9 Wis.2d 535, 538, 101 N.W.2d 
700, 702. 
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An illustration of the exception above referred to is found in Hale 
v. Kreisel, 1927, 194 Wis. 271, 215 N.W. 227, 56 A.L.R. 780, where it 
was held that a real estate broker could not recover for his services upon 
quantum meruit where he did not have a contract in the form required 
by statute. See also, Garvey v. Wenzel, 1956, 272 Wis. 606, 76 N.W.2d 
291. The statute requiring a real estate broker’s commission contract 
to be in writing is intended to protect against unfair dealing, as well as 
to promote greater certainty of proof of contracts. The purpose of 
requiring an acceptance to be in writing seems to us to fall within the 
latter class, and not to prevent the remedy of restitution where one 
party has paid money to another in reliance upon an oral and therefore 
unenforceable contract. 

Reference has been made in the pleadings, evidence, and briefs to 
the fact that General Finance, after dishonoring the draft, took possession 
of the automobiles, title to which was offered as security for the draft. 
General Finance realized $5,900 when these automobiles were sold. 
The record does not suggest what right General Finance had, or claimed 
to have, to the possession of the cars, or their proceeds, after dishonoring 
the draft. The bank did not, however, attempt to spell out any theory 
under which it acquired an interest in these cars, or their proceeds, 
although prior to litigation the bank demanded that General Finance 
return the cars if it did not pay the sight draft. 

Judgment reversed; cause remanded with instructions to enter judg- 
ment for plaintiff in the amount of $6,619.44 with interest and costs. 


SIMPLER CHECK INDORSEMENTS URGED BY 
AMERICAN BANKERS ASSOCIATION 


The American Bankers Association has recently prepared and 
sent out to its members a recommended three-step program for 
the simplification of check indorsements. In summary, the Asso- 
ciation suggests: (1) the use of different colored inks by various 
banks, depending upon the kind of bank or what the bank’s func- 
tion is at the time of indorsement; (2) deletion of unnecessary 
words and the use of standard abbreviations; and (3) a pre- 
determined placement of indorsements on checks by various 
groups of banks. 
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Statute Proscribing Receipt of Fee for Procuring 
Loan Applies Irrespective of Time Loan Granted 


The United States Court of Appeals for the Fifth Circuit 
recently had occasion to interpret Section 220 of Title 18 of 
the United States Code which prohibits any officer, director or 
employee of any bank the deposits of which are insured by the 
Federal Deposit Insurance Corporation to stipulate for or re- 
ceive anything of value for procuring or endeavoring to procure 
a loan for any person. (For another recent decision interpret- 
ing section 220 see United States v. Gerkin, 77 B.L.J. 711 
(August, 1960), 


A bank officer who was convicted of violating Section 220 
argued on appeal that the statute covers only those situations 
where the thing of value is received or agreed upon prior to or 
during the processing of the bank loan and does not embrace 
those situations where the thing of value is received after the 
loan is made. The court disagreed with such interpretation 
stating that in view of the purpose of Section 220 to eliminate 
temptation and to prevent improvident loans “. . . To adopt 
appellant's theory would be to emasculate some of the plain 
provisions of the statute”. Ryan v. United States, United States 
Court of Appeals, Ninth Circuit, 278 F.2d 836. The opinion 
of the court follows: 


KILKENNY, D.J.—Appellant was convicted on six counts of a twenty- 
one count information, charging him with violation of 18 U.S.C.A. § 220. 
During the period in question, appellant was an officer and supervisor 
of the Real Estate Loan Development Administration of Bank of America 
National Trust and Savings Association in Los Angeles County. Appellant 
does not challenge the sufficiency of the evidence to justify the convic- 
tions. He makes two assignments of error: 


A. That the trial court committed prejudicial error by instruc- 
ting the jury that appellant violated Title 18 U.S.C.A. § 220, even 
though the bank loan to the borrower was completed before appel- 
lant received the fee or gift from the borrower; and 


B. That the trial court committed prejudicial error by instruc- 


NOTE-For similar decisions see B. L. J. Digest (Fifth Edition) § 1067. 
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ting the jury that the goverment need not prove that appellant 
procured or attempted to procure the loans in question. 
The statute reads: 


“Whoever, being an officer, director, employee, agent, or at- 
torney of any bank, the deposits of which are insured by 
the Federal Deposit Insurance Corporation, of a Federal inter- 
mediate credit bank, or of a National Agricultural Credit 
Corporation, except as provided by law, stipulates for or receives 
or consents or agrees to receive any free, commission, gift, or 
thing of value, from any person, firm, or corporation, for procuring 
or endeavoring to procure for such person, firm, or corporation, or 
for any other person, firm, or corporation, from any such bank or 
corporation, any loan or extension or renewal of loan or substitu- 
tion of security, or the purchase or discount or acceptance of any 
paper, note, draft, check, or bill of exchange by any such bank 
or corporation, shall be fined not more than $5000 or imprisoned 
not more than one year or both.” 


A. The amount of the fees, commissions or gifts involved is substan- 
tial. The instruction about which the appellant complains reads, in 
part, as follows: 


“What is vital and essential to guilt is that, in point of fact, 
the stipulation for, or receipt of, or consent or agreement to receive, 
any fee, commission, gift or thing of value from any person, firm 
or corporation actually be for the procuring of, or the endeavoring 
to procure, a loan from the bank either for such person, firm or 
corporation, or for any other person, firm or corporation. If that 
be true, then the conduct of the officer or employee involved is 
in violation of the statute quoted, even though the loan in question 
be made or approved before the date of such stipulation for, or 
receipt, or consent or agreement to receive the fee, commission, 
gift or other thing of value.” 


The appellant argues that the statute covers only those situations where 
the fee, gift or thing of value is received, or agreed upon, prior to or 
during the processing of the bank loan. He argues that the statute 
does not purport to embrace those situations where no fee, gift or thing 
of value is received until after the bank loan is made. To analyze appel- 
lant’s contention we simplify the statute by the elimination of certain 
words and phrases to read thus: 


“Whoever, being an officer . . . of any bank, . . . stipulates for 
or receives or consents or agrees to receive any fee, commission, gift 
or thing of value, from any person . . . for procuring or endeavoring 
to procure for such person, . . . from any such bank. . . any 
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loan . . . shall be fined not more than $5,000 or imprisoned not more 
than one year or both.” 


Clearly, the statute contemplates at least four situations where a 
bank officer would be violating the statute where he received a fee, gift 
commission or thing of value for procuring the loan: (1) where he 
stipulates for any such emolument; (2) where he receives the same; (3) 
when he consents to receive the same; and (4) when he agrees to receive 
the same. 

Any reasonable construction of the language of the statute requires a 
declaration that a person might violate any one or all of the prohibitions 
by accepting the emolument for procuring the loan after the loan had 
been granted. 

The rule requiring a strict construction of penal statutes does not 
require that such statute be strained or distorted in order to exclude 
conduct clearly intended to be within its scope. United States v. Raynor, 
302 U.S. 540, 58 S.Ct. 353, 82 L.Ed. 418, rehearing denied 303 U.S. 665, 
58 S.Ct. 520, 82 L.Ed. 1123. Where the general purpose of legislation 
is manifest and subserved by giving words their ordinary meaning, the 
rule that criminal statutes are to be strictly construed is inapplicable. 
United States v. P. Koenig Coal Co., 270 U.S. 512, 46 S.Ct. 392, 70 L.Ed. 
709; United States v. Bramblett, 348 U.S. 508, 75 S.Ct. 504, 99 L.Ed. 594. 
Although provisions of criminal statutes should be confined to their 
literal terms, even penal provisions of statutes must be given fair mean- 
ing in accord with the evident intent of Congress. Rainwater v. United 
States, 356 U.S. 590, 78 S.Ct. 946, 2 L.Ed.2d 996; United States v. Turley, 
352 U.S. 407, 77 S.Ct. 897, 1 L.Ed.2d 430. Though penal laws are to be 
strictly construed, they are not to be construed so strictly as to defeat 
the obvious intention of Congress. Arroyo v. United States, 359 U.S. 419, 
79 S.Ct. 864, 3 L.Ed.2d 915. The rule of common sense must be ap- 
plied to the construction of criminal statutes, the same as others. Bell 
v. United States, 8349 U.S. 81, 75 S.Ct. 620, 99 L.Ed. 905; Karrell v. 
United States, 9 Cir., 1957, 247 F.2d 706; Fasulo v. United States, 
272 U.S. 620, 47 S.Ct. 200, 71 L.Ed. 448. 

There can be no doubt that Congress intended, by the enactment of 
this statute, to remove from the path of bank officials the temptation to 
enrich themselves at the expense of the borrowers or the bank, and also to 
prevent improvident loans. To adopt appellant’s theory would be to 
emasculate some of the plain provisions of the statute. Counsel argues 
that the statute reads in the “prospective” rather than the “retroactive.” 
He says that language “for procuring or endeavoring to procure... . 
any loan” is in the future tense. Grammatically, this phrase has no 
tense and is grammatically compatible with whatever verb tense is chosen. 

Clearly, it is a crime under the statute for one, such as appellant, to 
stipulate for, receive, consent or agree for a fee, gift or other thing 
of value, to procure or endeavor to procure a loan. The crime is com- 
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mitted at the time of the stipulation, receipt, consent or agreement, ir- 
respective of the time the loan is granted. 

Nothing is better settled than that in the construction of a law, 
its meaning must first be sought from the language employed. If that 
be plain, it is the duty of the courts to enforce the law as written. 
United States v. Standard Brewery, 251 U.S. 210, 40 S.Ct. 139, 64 L.Ed. 
229. No matter how we analyze the intent of Congress in the promulga- 
tion and passage of this statute, we must arrive at the ultimate conclusion 
that it intended to prohibit the very act which appellant attempts 
to justify. The fact that Congress prohibited “gifts” would in itself 
force a necessary conclusion that such gifts were prohibited whether be- 
fore or after the closing of the loan. The challenged instruction correctly 
states the law. 

B. For his second assignment of error the appellant complains of an 
instruction which reads, in part, as follows: 


“,.. It is not essential to conviction that the plaintiff prove that 
the defendant did actually procure or endeavor to procure the loan 
described. Evidence that he did actually procure or endeavor to 
procure such loan, if and to the extent that you find such evidence 
to exist, may indeed be considered by you as reflective of the de- 
fendant’s object and purpose in his acts, if and to the extent that 
you find he performed any acts. But the defendant is not in this 
case charged with, or being prosecuted for, the procurement of, 
or the attempt to procure, any loan from Bank of America National 
Trust and Savings Association.” 


On at least five occasions, prior to the giving of the above instruction, 
the judge instructed the jury that defendant could not be convicted of 
a violation of the statute unless he received the fee, commission, gift or 
other thing of value for procuring or endeavoring to procure the loan 
loan described. Assuming, arguendo, that the instruction was in con- 
flict with the prior instructions, and was academically erroneous, never- 
theless, we feel there are two reasons why the giving of such instruction 
does not constitute reversible error. 

l. The evidence is undisputed that the loans mentioned in the counts 
on which the appellant was convicted were actually made and that the 
appellant procured such loans. There was no factual issue on whether 
the loans were actually procured. 

Error in the charge to the jury, which does not affect the substantial 
rights of the accused, is not ground for reversal. Guy v. United States, 
1940, 71 App.D.C. 89, 107 F.2d 288; Paddy v. United States, 9 Cir., 
1944, 143 F.2d 847, certiorari denied 324 U.S. 855, 65 S.Ct. 711, 89 L.Ed. 
1414. Where the jury cannot be misled by the erroneous instruction, the 
conviction must stand. Wagner v. United States, 5 Cir., 1948, 171 F.2d 
$54, certiorari denied 337 U.S. 944, 69 S.Ct. 1499, 98 L.Ed. 1747; Roubay 
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v. United States, 9 Cir., 1940, 115 F.2d 49. In criminal cases, as well as 
civil cases, mere technical errors which do not affect the substantial rights 
of the parties are not sufficient to set aside a conviction unless a con- 
stitutional right is infringed. Starr v. United States, 1958, 105 U.S.App.D.C. 
91, 264 F.2d 377, certiorari denied 359 U.S. 936, 79 S.Ct. 652, 3 L.Ed.2d 
639, rehearing denied 359 U.S. 999, 79 S.Ct. 1122, 3 L.Ed.2d 987. 

Since the evidence is undisputed that the loans were made by the 
bank and actually procured by appellant, the instruction, even if er- 
roneous, would not justify setting aside the verdict. 

2. Appellant failed to take an exception to the challenged instruction. 
On the other hand, the record indicates that counsel for the appellant 
was satisfied with the instructions, other than on one point raised in 
connection with Count 18. That point is not before us. 

Rule 30, Rules of Criminal Procedure, 18 U.S.C.A., provides, in part: 


“No party may assign as error any portion of the charge or 
omission therefrom unless he objects thereto before the jury retires 
to consider its verdict, stating distinctly the matter to which he 
objects and the grounds of his objection.” 


Where defendant makes no objection to the court's charge 
and no exceptions are taken, defendant could not complain 
of the court’s charge for the first time on appeal. Nemec v. United 
States, 9 Cir., 1949, 178 F.2d 656, certiorari denied 339 U.S. 985, 
70 S.Ct. 1006, 94 L.Ed. 1388; Harris v. United States, 9 Cir., 1958, 261 
F.2d 897; Davenport v. United States, 9 Cir., 1958, 260 F.2d 591, certi- 
orari denied 359 U.S. 909, 79 S.Ct. 585, 3 L.Ed.2d 573; Pool v. United 
States, 9 Cir., 1958, 260 F.2d 57. 

Appellant recognizes this roadblock with which he is faced and asks 
us to disregard it and consider the alleged error in the light of Rule 
52(b) of the Federal Rules of Criminal Procedure. This same rule en- 
joins us to disregard a harmless error. We have already held that the 
error, if any, in giving this instruction was harmless and that no substan- 
tial right of the appellant was affected. Rule 52(b) should not be in- 
voked unless the error affects substantial rights. Beale v. United States, 
5 Cir., 1959, 263 F.2d 215; Affronti v. United States, 8 Cir., 1944, 145 F.2d 
8; Blodgett v. United States, 8 Cir., 1947, 161 F.2d 47; Sang Soon Sur v. 
United States, 9 Cir., 1948, 167 F.2d 431. 


The judgment of conviction is affirmed. 
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Using an Assumed Name Without Intent to 
Defraud Not Forgery 


Fred Clair Clay used the name Fred C. Jarvis from the time 
he was a very small child. Clay's guardian also bore the name 
Fred Jarvis. At the age of 34 years Clay, using the name of Fred 
C. Jarvis, executed and delivered a promissory note to the order 
of Herbert Bodenstedt who had sold him a Buick automobile. 
Bodenstedt endorsed and delivered the note to Triangle Finance 
Company. Plaintiff, the insurer of Triangle, brought suit against 
Bodenstedt alleging that the note had not been paid and claim- 
ing that Bodenstedt was liable upon his warranty as an endorser 
that the note was true and genuine. In support of its motion 
for summary judgment the insurer submitted an affidavit which 
stated that Triangle had accepted the note believing it to have 
been executed by Fred Jarvis, the guardian, rather than Clay. 


In directing the court below to grant Bodenstedt’s motion 
for summary judgment the court applied the general rule that a 
person may assume any name without abandoning his real 
name by which he may become known and by which he may 
transact business and execute contracts absent an intent to de- 
fraud. Since the court found no intent to defraud on the part 
of Clay there was no forgery and Bodenstedt was not liable 
upon his warranty as an endorser. Fidelity and Deposit Com- 
pany of Maryland v. Bodenstedt, Supreme Court of Nebraska, 
104 N.W.2d 292. The opinion of the court follows: 


YEAGER, J.—This is an action instituted by Fidelity and Deposit 
Company of Maryland, a corporation, plaintiff and appellee, against 
Herbert Bodenstedt, doing business as Herb’s Buick Company, defend- 
ant and appellant. Issues were joined by appropriate pleadings. There- 
after the plaintiff filed a motion for summary judgment in its favor. The 
defendant filed a motion in resistance and for summary judgment in 
his favor. The case came on for hearing before the court on the plead- 
ings, the motions for summary judgment, and the respective supporting 
showings of the parties, at the conclusion of which a judgment was ren- 
dered in favor of plaintiff for $1,550 with interest in the amount of $68.98 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 549. 








960 THE BANKING LAW JOURNAL 


and costs taxed at $17.95. From this judgment the defendant has 
appealed. 

The substance of the cause of action pleaded by the plaintiff is that 
on or about July 24, 1958, a person who represented himself to be 
Fred C. Jarvis of Laurel, Nebraska, purchased from the defendant a 
1956 Buick automobile for $1,550 plus carrying charges making a total 
of $1,761.60 to be paid in 23 installments of $65 each and 1 for $266.60; 
that at the time he executed a promissory note for the amount and a 
chattel mortgage to secure it, which were delivered to the defendant; 
that on or about the same day the defendant transferred the chattel 
mortgage and endorsed and delivered the note to the Triangle Finance 
Company; that the defendant warranted that the mortgage was a first 
lien upon the automobile; that by his endorsement and transfer of the 
note the defendant warranted it was genuine, that the Triangle Finance 
Company believed that the note was true and genuine and was signed 
by Fred C. Jarvis; that for the note the Triangle Finance Company paid 
defendant $1,550; that the note was not executed by Fred C. Jarvis but 
by a grandson of Fred C. Jarvis; that the note was a forgery; and that 
no payment was made in consequence of which the Triangle Finance 
Company sustained a loss in the amount of $1,550. 

It is further pleaded that by reason of this loss the Triangle Finance 
Company was entitled to recover this amount from the defendant on 
account of his warranty. 

It is further pleaded that the plaintiff became obligated to pay 
Triangle Finance Company its loss occasioned by the failure of payment 
on the note by reason of a bond issued to Triangle Finance Company 
by the plaintiff guaranteeing it against such losses, in consequence of 
which the Triangle Finance Company assigned to it the cause of action 
against the defendant for breach of warranty. 

In brief this is an action for an alleged breach of warranty against 
an endorser of a promissory note instituted by the assignee of the 
endorsee. 

By the answer the defendant first denies generally the allegations 
which are not admitted or traversed. 

The transaction which the plaintiff described in the petition is ad- 
mitted, except that it is alleged that the transaction was made with 
Fred C. Jarvis, a person so known to him for a long time; that there 
was no concealment or attempted concealment; that the transaction was 
made in good faith and that it was genuine in every respect; and that 
the person who purchased the automobile and executed the note and 
mortgage had the right and capacity to do so in the name of “Fred C. 
Jarvis.” 

It is pointed out here that it is not contended in the record that the 
defendant ever verbally or in writing made any warranty or any express 
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or implied representation as to the identity of the person who executed 
the note and mortgage, or was knowingly guilty of any conduct the 
effect of which was to mislead the endorsee when it accepted the note 
and mortgage. 

The evidence to support the contention of the plaintiff that this note 
was a forgery and that the transaction was fraudulent consists of two 
affidavits and certain other exhibits relating to a guardianship proceeding 
had in the county court of Cedar County, Nebraska, in the year 1942. 


One of these affidavits was made by Perry Jarvis. The pertinent part 
of it is that the Buick automobile was not purchased by Fred Jarvis and 
the note and mortgage were not executed by him, but that the purchase 
was made by Fred Clair Clay and the instruments were executed by 
him. He further stated that Fred Clair Clay was a grandson of Fred 
Jarvis. 

The other affidavit was by Everett C. Rees, secretary of the Triangle 
Finance Company. In the affidavit he stated that he accepted the note 
as being genuine and one executed by Fred Javis, a well-known auc- 
tioneer at Laurel, Nebraska; that it was later that his company learned 
that the note was not signed by Fred Jarvis, but that it was a forgery; 
and that the automobile was driven to California by the purchaser and 
sold. 


He further stated that the plaintiff paid the loss sustained by the 
Triangle Finance Company and it has become the owner of the claim 
by assignment and transfer. 

Among the exhibits to which reference is made are an application 
for the appointment of a guardian of Fred Clair Clay and a decree of 
appointment of Fred Jarvis as his guardian. The date of the application 
is January 15, 1942, but the date on the decree is not decipherable. 


There is nothing in these exhibits from which a reasonable inference 
may flow that the sale was not made to the identical person who repre- 
sented himself to be Fred C. Jarvis, or that the person signing was not 
known to the defendant and in the community as Fred C. Jarvis, and 
nothing to show that he attempted or did anything to mislead or defraud 
the defendant. Specifically there is nothing in them to show that the 
signatures on the note and mortgage were other than of the name used 
by the signer in his everyday life and his regular transactions. 


As against this there was an affirmative showing made by the de- 
fendant that this was the name used by this person since he was a very 
small child. At the time of this incident he was 34 years old. This 
showing indicates as a departure only the incident of the guardianship 
proceeding in 1942. 

Specifically Perry Jarvis, the same person who made affidavit on behalf 
of the plaintiff made a further affidavit in which he stated that he was 
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an uncle of the person who signed the note and mortgage; that this 
person was born in Sioux City, Iowa, May 13, 1924, and that in August 
of 1924 he was placed in the home of Fred Jarvis, his grandfather, at 
Carroll, Nebraska, where he was raised and maintained; that in 1929 
they moved to Laurel, Nebraska, where he attended public school; that 
he went into the Navy after which he returned and continued to live 
with his grandfather until about 1949 when he left; and that thereafter 
he returned in June 1958, but in the interim visited with his grandfather. 

One Don Brittell made affidavit that he became acquainted with the 
person who signed the note and mortgage in 1929; that he went to 
school with him through the 10th grade; and that he never used any 
name other than Fred C. Jarvis. 

The defendant made affidavit in which he related the details of the 
transaction. These details are not in dispute. In addition he stated that 
he had personally known the person who signed the note and mortgage 
since 1924 and that during all of that time he was known as Fred C. 
Jarvis; and that he knew that the person making the transaction and 
using the name of Fred C. Jarvis was using the name as his own and 
not as the name of his grandfather. 

In the view taken of the record, the pertinent parts of which have 
been summarized herein, the conclusion has been reached that this is 
a case wherein a summary judgment is proper under the terms of sec- 
tion 25-1332, R.R.S.1943. The controlling facts are not in substantial 
dispute. The only question for consideration is the legal import of the 
facts, and as pointed out each party moved for summary judgment. 

This court, in interpretation of the authority to render a summary 
judgment, said in Dennis v. Berens, 156 Neb. 41, 54 N.W.2d 259, 260: 


“In considering a motion for summary judgment the court 
should view the evidence in the light most favorable to the party 
against whom it is directed. 

“A summary judgment is authorized only when the moving 
party is entitled to a judgment as a matter of law. If there is a 
genuine issue of fact to be determined, a summary judgment may 
not be properly entered. 

“The court examines the evidence on motion for summary 
judgment, not to decide any issue of fact presented, but to dis- 
cover if any real issue of fact exists.” 


See, also, Clearwater Elevator Co. v. Hales, 167 Neb. 584, 94 N.W. 
2d 7. 

As is clear from the record this case must turn on the question of 
whether or not any right such as is claimed came into being in favor 
of the Triangle Finance Company by reason of the use by the signer 
of the note and mortgage in question of the name of Fred C. Jarvis, the 
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name employed and used by him since childhood, which was well-known, 
and sc used without any evidence of intent at the time to deceive, de- 
fraud, or mislead. 

The rule covering this subject is aptly stated in 65 C.J.S. Names § 9, 
p. 9, as follows: “In general, in the absence of statutory prohibition, a 
person, without abandoning his real name, may adopt or assume any 
name, wholly or partly different from his name, by which he may be- 
come known, and by which he may transact business, execute contracts, 
and carry on his affairs, unless he does so in order to defraud others, or 
he is inhibited by judicial adjudication, since it is the identity of the 
individual that is regarded, and not the name which he may bear or 
assume.” This pronouncement finds full support in the following cases: 
National Life & Accident Ins. Co. v. Saffold, 225 Ala. 664, 144 So. 816; 
Beilin v. Krenn & Dato, 350 II]. 284, 183 N.E. 330; Romans v. State, 178 
Md. 588, 16 A.2d 642; Petition of Merolevitz, 320 Mass. 448, 70 N.E.2d 
249; Mississippi State Board of Dental Examiners v. Mandell, 198 Miss. 
49, 21 So.2d 405; McGarvey v. Atlantic City & S. R. R. Co., 123 N.J.L. 
281, 8 A.2d 385; Bartholomew v. Workman, 197 Okl. 267, 169 P.2d 1012; 
Ludwinska v. John Hancock Mut. Life Ins. Co., 317 Pa. 577, 178 A. 28, 
98 A.L.R. 705; Milligan Coal Co. v. Polowy, 108 W.Va. 458, 151 S.E. 429; 
Luebke v. City of Watertown, 230 Wis. 512, 284 N.W. 519. 

Attention has not been called to any cases which announce a rule 
contrary to the foregoing statement and the cases cited in support of it. 
Also no statutory provision has been pointed to which prohibits the 
adoption of an assumed name and the use of it by the person who has 
adopted it in his affairs. The conclusion reached is that this rule should 
be regarded as controlling in the present instance. 

The signing of the note and mortgage was not, under the undisputed 
facts in this case and the law, a forgery. Generally defined, forgery is 
the false making or materially altering, with intent to defraud, of any 
writing which, if genuine, might apparently be of legal efficacy, or the 
foundation of a legal liability. See, Mitchell v. State, 132 Neb. 891, 273 
N.W. 806; Owens v. State, 152 Neb. 841, 43 N.W.2d 168. In the record 
here there is an absence of anything indicating the existence of a fraudu- 
lent intent. 

In the light of the record therefore the court erred in sustaining the 
motion of plaintiff for a summary judgment and in the rendition of 
judgment accordingly in favor of the plaintiff. The court was also in 
error in refusing to sustain the motion of defendant for summary judg- 
ment and in refusing to dismiss plaintiff's action. 

The judgment of the district court is reversed and the cause is re- 
manded to the district court with directions to sustain defendant’s mo- 
tion for summary judgment and to dismiss plaintiff's action. 


Reversed and remanded with directions. 
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Discounting Notes Not Prohibited Exercise of 
Banking Powers 


Section 131 of the New York Banking Law prohibits any 
corporation other than a bank from employing any of its proper- 
ty for “making discounts”. Section 18 of the New York General 
Corporation Law provides that no corporation other than a 
bank shall be deemed to possess the power of carrying on the 
business of “discounting bills, notes or other evidences of 


debt, ...” 


The trustee in bankruptcy of Kunstler Importing Corp. sued 
Claar Bros. Inc. to recover the amount of certain discounts re- 
tained by Claar upon the ground that their intention violated 
the Banking Law and the General Corporation Law since Claar 
was not a banking corporation. Kunstler sold diamonds at 
wholesale and in some cases took back promissory notes from 
its customers representing the purchase price of the diamonds. 
From time to time Kunstler delivered customer notes to Claar 
and would receive in return the principal amount of the notes 
less a deduction representing a charge of 1/2% per month. The 
notes in all cases would be indorsed by Kunstler and by two 
officers of that corporation. 


The court held under applicable decisions of the New York 
Court of Appeals that the transactions described did not violate 
either the Banking Law or the General Corporation Law be- 
cause they were not a device for carrying on the business of 
loaning money at interest. The notes had “a prior legal in- 
ception”, the court stated, and when Kunstler transferred them 
to Claar it was not borrowing money but selling its accounts 
receivables represented by the notes. Sigman v. Claar Bros., 
Inc., United States District Court, S. D. New York, 184 F.Supp. 
193. The opinion of the court follows: 


DAWSON, D.J.—This action, tried by the Court without a jury, is 
one wherein the plaintiff, as trustee in bankruptcy of Kunstler Importing 
Corp., sues defendant for $100,000 on the ground that the defendant 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 472.1. 
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in violation of § 18 of the General Corporation Law of the State of New 
York, and § 131 of the Banking Law of the State of New York, loaned 
money to the bankrupt to the extent of over $300,000, “taking as security 
for such loans certain promissory notes made payable to the bankrupt, 
and which the bankrupt endorsed at or prior to the time of delivery to 
the defendant,” and that “upon such delivery of the aforesaid notes, on 
each occasion, the defendant discounted such notes.” 

The plaintiff alleges that the amount of $100,000 is the amount of 
discounts retained by the defendant and that the defendant was not 
authorized to make discounts since it was not organized under the Bank- 
ing Law of the State of New York. 

The essential facts in connection with the case were stipulated at 
the trial. They were as follows: 

1. Kunstler Importing Corp. was organized in 1946 under the Stock 
Corporation Law of the State of New York to conduct the business of 
a dealer in diamonds, and it conducted such business in the City of New 
York until March 6, 1953, when it filed a voluntary petition of bank- 
ruptcy and was adjudicated a bankrupt. Jack Sigman was elected 
trustee of the bankrupt’s estate and has been since then, and is now, 
acting as such trustee. 

2. Defendant Claar Bros., Inc., is a corporation organized in 1942 
under the Stock Corporation Law of the State of New York under the 
name of Eastern Factors Corporation. It had broad powers under its 
certificate of incorporation, including the power to purchase and sell 
notes and to lend money. The defendant, however, is not organized 
under the banking laws of the State of New York nor is it a national 
bank or a federal reserve bank. In February of 1946 the defendant filed 
a certificate with the Secretary of State of the State of New York chang- 
ing its name from Eastern Factors Corporation to Claar Bros., Inc. Since 
its change of name the defendant has conducted primarily the business 
of diamond dealer. 

3. The transactions leading to this action all fall in a certain pattern. 
The pattern was this: 

The bankrupt company (herinafter called “Kunstler”) sold diamonds 
at wholesale. In some cases its customers paid cash for the diamonds; 
in other cases the customers gave to Kunstler their promissory notes 
representing the purchase price of the diamonds. The notes did not 
carry any interest. There seems to be no question that the notes in 
each case represented the purchase of diamonds. From time to time 
Kunstler, being in need of funds, would deliver customer notes to Claar 
Bros. Inc. and in return receive the principal amount of these promissory 
notes, less a deduction representing a charge at the rate of 144% per 
month from the date Claar Bros., Inc., took over the notes until the due 
dates of the notes. Before Kunstler turned over such notes to Claar 
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Bros., Inc., the notes would be endorsed by Kunstler and by two officers 
thereof. 

4. After Claar Bros., Inc., received the notes from Kunstler it would 
then collect the amounts therein directly from the makers of the notes. 
If they were not paid by the makers of the notes then Claar Bros., Inc., 
had recourse against Kunstler or its two officers on their respective en- 
dorsements. When Kunstler received the money from Claar Bros., Inc., 
it did not execute any note of its own. 


Discussion 


Claar Bros., Inc., contends that it was not lending money to Kunstler 
but rather was buying from Kunstler its accounts receivable represented 
by promissory notes. It contends that it was, therefore, not engaged in 
the banking business and was not making loans or discounts. It con- 
tends in effect that it was doing a “factoring” business rather than a 
banking business, and that this type of business is not prohibited by the 
banking laws of the State of New York.’ Section 131 of the New York 
Banking Law prohibits a corporation, other than a bank, from employ- 
ing any of its property for “making discounts” and provides that all notes 
or other securities for the payment of money, made or given to secure 
the payment of any money loaned or discounted by any corporation or 
its officers, contrary to the provisions of this section, shall be void. Sec- 


1 The relevant sections of the statutes follow: New York Banking Law, § 131. 
“1, * * * No corporation, domestic or foreign, other than a national bank or a fed- 
eral reserve bank, unless expressly authorized by the laws of this state, shall employ 
any part of its property, or be in any way interested in any fund which shall be 
employed for the purpose of receiving deposits, making discounts, receiving for 
transmission or transmitting money in any manner whatsoever, or issuing notes or 
other evidences of debt to be loaned or put into circulation as money. All notes 
and other securities for the payment of any money or the delivery of any property, 
made or given to any such association, institution or company, or made or given to 
secure the payment of any money loaned or discounted by any corporation or its 
officers, contrary to the provisions of this section shall be void. * * *” 

New York General Corporation Law, § 18. Prohibition of banking powers. 

“No corporation, domestic or foreign, other than a corporation formed under 
or subject to the banking laws of this state or of the United States, and except as 
therein provided shall by any implication or construction be deemed to possess the 
power of carrying on the business of discounting bills, notes or other evidences of 
debt, of receiving deposits, of buying and selling bills of exchange, or of issuing 
bills, notes or other evidences of debt for circulation as money, or of engaging in 
any other form of banking; * * * provided further that engaging in the business 
of loaning money in this state on bonds, notes or other evidences of indebtedness, 
secured by pa 4 of trust or mortgages upon real property or personal property 
situated in, upon or appurtenant thereto, and/or purchasing of or otherwise acquir- 
ing existing bonds, notes or other evidences of indebtedness, deeds of trust or mort- 
gages of or upon such properties, or any interest therein, and the holding of the same, 
or the endorsing, selling, assigning, transferring or disposing of the same to another 
corporation, by a domestic business corporation, or by a foreign corporation which 
has obtained from the secretary of state a certificate authorizing it to transact busi- 


ness in this state, shall not be deemed or construed to violate any of the provisions 
of the banking law.” 
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tion 18 of the New York General Corporation Law provides that no cor- 
poration, other than a banking corporation, shall be deemed to possess 
the power of carrying on the business of “discounting bills, notes or other 
evidences of debt.” 

The issue in this case is riecessarily whether the activities of the 
defendant violated these provisions of the New York statutes. 

Primarily this involves the question of what is meant by the word 
“discount.” Does the prohibition against a corporation engaging in the 
business of making discounts prevent a corporation from transactions of 
a factoring nature? This issue was presented to the Court of Appeals 
of the State of New York in Meserole Securities Co. v. Cosman, 1930, 
253 N.Y. 130, 170 N.E. 519, 521. The court in that case differentiated 
between a purchase of validly issued notes and transactions consisting 
of a loan and discount. The court distinguished between cases in which 
a loan was made and in which a discount was taken in consideration 
of the loan, and the purchase of existing notes at a discount, holding the 
former void and upholding the validity of the latter.” 

The court pointed out: 


“® * * We must determine specifically whether the Legisla- 
ture in using the word ‘discount’ either in the restrictive provisions 
of the General Corporation Law or in the prohibitory provisions 
of section 140 of the Banking Law intended to include the pur- 
chase at less than its face value of an existing note, payable there- 
after, with interest till the date of payment, by a corporation 
which engaged in numerous transactions of the same nature but 
otherwise exercised none of the powers enumerated in section 22 
(now section 18 of the General Corporation Law).” 


After posing the question the court pointed out that the prohibited 
“discounts” are “the usual discounts of banking institutions made for the 
purpose of loaning money to their customers,” and then said: 


“* © © If wherever a business corporation receives deposits 
or ‘makes discounts,’ it performs a prohibited act, and all notes 
made or given for such purpose are void, then for one hundred 
years factors and other merchants have unsuspectingly broken 
the law and have enforced, without question, notes which were 
void.” 


The court then held that 
“® ® ® under a reasonable construction of the relevant stat- 


2 This seems to be a reasonable distinction and consistent with the history of 
the Banking Law of New York. See, “More on ‘Discounts’ Under New York's 
Banking Law: Antiquarian Research Inspired by Contemporary Legislation.” 68 Yale 
L.J. 269 (1958). 
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utes business corporations may not encroach upon the field of 
banking occupied by banks of discount by ‘making discounts’ 
even though they perform no other banking function; yet they 
are not restrained or prohibited from purchasing notes at a dis- 
count where such purchase is not a mere device for carrying on 
the business of advancing or loaning money at interest * * *.” 


In Wolf v. Aero Factors Corp., D.C., 126 F.Supp. 872, 877, affirmed 
2 Cir., 221 F.2d 291, Judge Leibell of this court stated: 


“# * * But the New York Court of Appeals has expressly 
held that a business corporation may lend money on real and 
personal security without in any form conducting a banking busi- 
ness. Meserole Securities Co. v. Cosman, 253 N.Y. 130, at page 
134, 170 N.E. 519. A factoring business is not a form of banking 
business. Pennsylvania Factors Corporation v. S$. Oldman Inc., 
272 App.Div. 1049, 74 N.Y.S.2d 670.” 


Twenty-six years after the decision in Meserole, the Court of Appeals 
of New York handed down its decision in Miller v. Discount Factors, 
Inc., 1956, 1 N.Y.2d 275, 152 N.Y.S.2d 273, 276, 135 N.E.2d 33. This is 
the case upon which plaintiff primarily relies. In this decision the Court 
of Appeals held that a company which loaned funds in exchange for 
a series of notes and deducted a flat “bonus charge” in advance, was 
engaged in “making discounts” within the prohibition of the banking 
statute. The decision created consternation in financial and factoring 
circles in New York. See, “Illegal ‘Discounts’ by Non-Banking Corpora- 
tions in New York,” by Homer Kripke, 56 Colum.L.Rev. 1183 (1956). 
The decision was followed by legislation, finally adopted in 1958, which 
has the effect of legislatively limiting the implications of the Miller 
decision.* The legislation was not retroactive and the plaintiff relies 
primarily on the Miller case for his contention that the transactions in 
the instant action violated the banking statutes. Even if the Miller 
decision properly states the applicable law, it does not invalidate the 
transactions in the instant case. In the Miller case the Freeman Com- 
pany had made five promissory notes to its president, so that he could 
have them discounted after endorsement by the president and his 
brother-in-law, neither of whom received any consideration therefor. 
The defendant, Discount Factors, Inc., made a loan to the Freeman 
Company of $15,000 on these five notes. The Court held these notes 


3 The 1958 amendments constituted Chapters 990 and 991 of the Laws of 1958. 
The amendments relevant to this issue add to § 131 of the Banking Law and § 18 
of the General Corporation Law the following: 

“The purchase or other acquisition on original issue or subsequent transfer for 
less than the principal amount thereof or otherwise at a discount of any evidences 
of indebtedness or other obligations for the payment of money shall not by reason 
of such discount be or be deemed to be a violation of the provisions of this section.” 
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had “no prior legal inception.” It then referred to the Meserole decision 
and said: 


“In Meserole Securities Co. v. Cosman, supra, the issue was 
presented as to whether certain existing notes which there had a 
valid inception were void because they were purchased at less 
than face value by a corporation which engaged in numerous 
transactions of the same nature, but otherwise exercised no bank- 
ing powers. A divided court answered in the negative, the major- 
ity holding, 253 N.Y. 147, 170 N.E. 525, that a corporation is not 
prohibited from purchasing notes which had a valid inception 
at a discount ‘where such purchase is not a mere device for carry- 
ing on the business of advancing or loaning money at interest.’ 
The minority felt that a purchase as well as a loan at a discount 
violated the Banking Law. 

“Subsequent cases have upheld this distinction between notes 
. . . discounted when a loan is made, in which case the dis- 
counted notes are the consideration for the loan, and the purchase 
of existing notes at a discount, holding the former void and up- 
holding the validity of the latter. [Citing authorities.]” 


The transactions in the instant case are similar to the transaction in 
the Meserole case and not similar to the transaction in the Miller case. 
In the instant case the notes which were transferred to the defendant 
had a prior legal inception in that they represented the purchase price 
of certain merchandise. They were not notes which were made simply 
for the purpose of securing a loan. When Kunstler transferred them to 
the defendant, Kunstler was not borrowing money from the defendant; 
it was selling its accounts receivable, represented by these notes, in ex- 
actly the same manner as if it were selling its inventory of merchandise. 
Kunstler did not borrow money from the defendant in the sense in which 
this term would be used by a businessman. Kunstler sold an asset and 
received payment therefor. True, the payment received was less than 
the face value of the notes, but if Kunstler had sold merchandise in its 
inventory in order to raise funds it probably would have sold such 
merchandise at less than its book value, and this could hardly be called 
a loan transaction. 

The Court concludes that Kunstler was not borrowing money from 
the defendant; that the defendant was not loaning money to Kunstler 
or making illegal discounts in violation of the New York statutes, as 
interpreted by the New York courts; that plaintiff has not established 
a cause of action; and that the complaint should be dismissed on the 
merits, with costs. 

This opinion shall constitute the findings of fact and conclusions of 
law of the Court. Let judgment be entered accordingly. 
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Bank Liable for Misappropriation of Funds by 
Town Supervisor 


Harry R. Ford was supervisor of the Town of Colton, New 
York. St. Lawrence County National Bank was depository for 
the town funds where Mr. Ford also maintained his personal ac- 
count as well as a partnership account. In an action brought 
by the surety upon the supervisor's bond the court held the 
bank liable for Mr. Ford’s misappropriation of the proceeds of 
four checks. 


The first check was payable to “Supervisor, Town of Colton” 
and was indorsed “for deposit only credit Harry R. Ford, Sup’. 
It was deposited in the individual account of Harry R. Ford. 
The second and third checks were drawn by Mr. Ford on the 
town account to the order of “payroll account” and were de- 
posited in his partnership account. The fourth check was 
drawn by Ford upon the town account to the order of the part- 
nership and deposited in the partnership account. 


The court concluded that all the facts and circumstances 
surrounding the bank accounts of Harry R. Ford, his individual 
and partnership accounts and the signing, endorsing and de- 
positing of these checks were sufficient to charge the bank with 
knowledge that the supervisor was wrongfully withdrawing 
town funds and placing them in his personal or partnership 
account. It stated that “even a most cursory examination of 
the checks would have indicated to the bank that they could 
not be in payment of any lawful obligation of the Town of 
Colton”. American Surety Company of New York v. St. Law- 
rence County National Bank, New York Supreme Court, St. 
Lawrence County, 201 N.Y. Supp. 2d 965. The opinion of the 
court follows: 


ROBERT G. MAIN, J.—Upon reading the pleadings, affidavits, 
minutes of examination before trial and examining the exhibits in this 
matter, it appears to me that the following facts are not in dispute: 

That at the times in question, Harry R. Ford was Supervisor of the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 412. 
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Town of Colton in the County of St. Lawrence and State of New York; 
that the defendant, the St. Lawrence County National Bank, Canton, New 
York, was a depository for town funds and at the same time the said 
Harry R. Ford maintained accounts in defendant bank in his own name 
and in the name of “Ford and Watson”, a partnership. 

It also appears conceded that a check from the State of New York, 
Department of Taxation and Finance, in the amount of $1,997.73, dated 
January 7, 1957, payable to the Supervisor, Town of Colton, was en- 
dorsed on the back thereof as follows: “for deposit only credit Harry 
R. Ford, Supr” and was deposited in the individual account of Harry R. 
Ford. The above check will be referred to hereinafter in this opinion as 
check No. 1. 

Also, it is conceded that on January 21, 1957, Harry R. Ford drew a 
check, dated January 21, 1957, against the account of the town of Colton 
in the defendant bank, denoted “Town of Colton General Funds”, in 
the amount of $2,000, which check was payable to “payroll account” 
and was deposited on the same day in the Ford and Watson payroll 
account, which check will be hereinafter referred to as check No. 2. 


On February 7, 1957, Harry R. Ford drew a check, dated February 
7, 1957, against an account in the defendant bank, in the sum of 
$3,000, designated, “Town of Colton General Funds”, which check was 
made payable to “payroll account” and was deposited in the Ford and 
Watson payroll account. This check will be hereinafter referred to as 
check No. 8. 

That on February 4, 1957, Harry R. Ford drew a check on defendant 
bank in the amount of $3,165 against the account called, “Town of Colton 
Highway Funds” and deposited the same in the Ford and Watson ac- 
count. This check will hereinafter be referred to as check No. 4. 

It is also not disputed that the proceeds of all the above checks were 
used by the partnership or by Harry R. Ford personally and none of the 
funds were used for any lawful town purposes and that the American 
Surety Company of New York, the plaintiff in this action, was the surety 
upon the bond of the Supervisor and as a result of the misappropriations 
by the Supervisor, paid the amount of the above-mentioned checks to 
the Town of Colton. 

The plaintiff has brought action against the defendant bank to recover 
the amount of the above-mentioned checks and in addition, the amounts 
of two other checks which the plaintiff now concedes it could not recover. 
The plaintiff now makes motion for an order striking out the Answer 
of defendant and for summary judgment against defendant. 

Prior to the enactment of Section 359-1 of the General Business Law 
of the State of New York (effective April 6, 1948), I would have decided 
this case in accordance with the decisions in such cases as Whiting v. 
Hudson River Trust Co., 234 N.Y. 394, 188 N.E. 33, 25 A.L.R. 1470; 
Employers’ Liability Assurance Corporation v. Hudson River Trust 
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Co., 276 N.Y. 542, 12 N.E.2d 567; Fidelity & Casualty Co. v. Farmers 
National Bank, 275 N.Y. 194, 9 N.E.2d 833. 


Section 359-1 of the General Business Law reads as follows: “If a 
fiduciary makes a deposit in a bank to his personal credit of checks drawn 
by him upon an account against which he is empowered to sign as a 
fiduciary, or of checks drawn by him upon an account in the name of his 
principal if he is empowered to draw checks thereon, the bank receiving 
such deposit may assume, if acting in good faith and without actual 
knowledge to the contrary, that the funds so deposited by the fiduciary 
are funds to which the fiduciary is personally entitled. Nothing con- 
tained in this section shall be deemed to modify or otherwise affect any 
provision of section ninety-five of the negotiable instruments law, nor 
to relieve such bank from any liability imposed upon it by law to the ex- 
tent of any payment or amount which such bank may receive for its bene- 
fit from any withdrawal or application of such funds so deposited”. 


In my opinion, the legislative intent of this section is as follows: 
A representative of an estate or other fiduciary might have occasion 
to write a check payable to himself for fees to which he is entitled or the 
Supervisor of a town might have occasion to write a check payable 
to himself for salary or some other sum of money for which the town 
might be indebted to him. In such cases, a bank should not have the 
duty of determining whether or not the fiduciary or Supervisor was 
withdrawing funds in excess of his authority. It is my opinion, how- 
ever, that any such innocent withdrawal as might be contemplated by 
Section 359-1 would take place through the instrumentality of a check 
payable to the estate representative in his own name or if to a public 
official, to the public official in his own name. It is my opinion, there- 
fore, ihat Section 359-1 does not apply to the transactions evidenced by 
the above checks for the reason that they were not made payable to Har- 
ry R. Ford, and because none of the checks except check No. 1 were de- 
posited in his personal funds. However, let us examine these checks and 
see whether or not Section 359-1 can be said to apply to them. Check No. 
1 above set forth was payable to “Supervisor, Town of Colton” and it was 
endorsed on the back thereof, “for deposit only credit Harry R. Ford, 
Supervisor”. In my opinion, this endorsement on the back of the check 
restricted the application of this check to a deposit in the funds in the 
Town of Colton and indicated that it was to be used for no other pur- 
pose. The action of the defendant bank of accepting this check as a 
deposit in the personal account of Harry R. Ford was directly contrary 
to the words of the endorsement and to the directions for payment on 
the face of the check. It cannot be said that this transaction has any 
connection with Section 359-l, for this check does not represent a check 
drawn by fiduciary upon an account against which he is empowered to 
sign as a fiduciary, but was rather a check drawn upon the funds of the 
State of New York, payable to the Town of Colton and should have been 
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deposited in no place except the accounts of the Town of Colton. 


As to checks Nos. 2 and 3 above-mentioned, each of these checks 
was made payable to “payroll account”. “Payroll account” is not the 
name of any person or corporation and is not a proper payee to be named 
upon the check of a municipality. If I should present a check to a 
bank payable simply to “payroll account”, would the bank cash the check? 
To ask the question is to answer it. I can see no conceivable legal use 
of the words “payroll account” as payee of a check drawn upon the funds 
of a municipality unless by “payroll account” is meant some fund of the 
municipality itself and the check represents merely a transfer from one 
municipal fund to another. Accordingly, then, it is my opinion that the 
bank should never have cashed these checks or have permitted them to 
be deposited anywhere except in some account of the Town of Colton. 


It is my opinion that all checks made payable to a town or to any 
fund of a town should be deposited in a bank account of the town and 
that all payments made by a town should be made only by checks payable 
to the person or persons entitled thereto. See Section 29 of the Town 
Law, subdivisions 2 and 3. It follows from this that no check payable 
to a town or to a town fund should ever be endorsed by the Supervisor 
and passed on as a negotiable instrument for the purpose of paying an 
obligation of the town. I believe that the defendant bank is chargeable 
with knowledge of the provisions of Section 29 and that Section 359-1 
of the General Business Law has no application in the situations brought 
about by checks Nos. 1, 2, and 8, because none of these checks were pay- 
able to Harry R. Ford and because checks 2 and 8 were not deposited in 
the personal funds of Harry R. Ford. 

With regard to check No. 4, a check in the amount of $3,165, drawn 
on the Colton, N. Y. Highway Fund, payable to Ford and Watson, 
the liability of defendant bank is less clear, for, of course, this check 
might have been in payment for materials furnished or some service 
rendered by the firm of Ford and Watson to the Town of Colton. How- 
ever, with regard to this check, I believe that the defendant bank is 
chargeable with knowledge of the laws of the State of New York which 
prohibit a town from contracting with or making purchases from any 
firm in which the Supervisor is a partner. Section 359-1 of the General 
Business Law does not apply to this transaction, because the check does 
not transfer to the personal funds of the Supervisor and was not payable 
to Harry R. Ford. 

It appears to me that all the facts and circumstances surrounding the 
bank accounts of Harry R. Ford as Supervisor, his individual and part- 
nership accounts and the signing, endorsing and depositing of these 
checks were sufficient to charge the defendant bank with knowledge that 
the Supervisor was withdrawing town funds from the designated de- 
pository and placing them in a partnership account or a personal account 
without legal right. It seems to me that even a most cursory examination 
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of these checks would have indicated to the bank that they could not be 
in payment of any lawful obligation of the Town of Colton. 

If it should be argued that defendant bank, although it knew or should 
have known that the Supervisor was transferring funds from a public 
to a private account, could expect the funds to be used for a lawful pur- 
pose, I would say that from all the facts and circumstances, it should have 
been apparent that the amount of these checks 2, 3, and 4 was to be used 
almost immediately to pay the payroll of Ford and Watson. 

Since the motion in this matter was argued, it has been stipulated that 
the plaintiff has received from the trustee in bankruptcy of the partner- 
ship firm of Ford and Watson a check in the amount of $4,171.79. 

In view of the foregoing, it is my opinion that the plaintiff, American 
Surety Company of New York, is entitled to judgment against the de- 
fendant, the St. Lawrence County National Bank, Canton, New York, in 
the sum of $10,162.73, with interest, less the payment made by the 
trustee in bankruptcy in the amount of $4,171.79, and that the Answer 
of defendant be stricken. 





New York Agencies of Foreign Banks Required 
to Produce Records Physically Outside 
United States 


A stockholder of Doeskin Products, Inc. commenced a de- 
rivative suit in the New York Supreme Court to cancel the is- 
suance of 1,000,000 shares of Doeskin stock. The defendants 
in that case offered to surrender one-fourth of the shares for 
cancellation upon condition that the remaining three-fourths 
be deemed valid. The stockholder, by counsel, conditionally 
accepted this offer and the matter was referred by the court 
to a referee. The trustee-in-bankruptcy of Equitable Plan 
Company, which was also a stockholder of Doeskin, objected 
to the settlement and sought to prove the defendants in the 
stockholder suit were guilty of fraud. Seeking the evidence to 
prove the fraud, the trustee, in an ancillary proceeding com- 
menced in United States District Court, Southern District of 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1346.3 


an 
e- 


he 
er 


rt 


SUBPOENA DUCES TECUM 975 


New York, addressed subpoenas duces tecum to three foreign 
banks: The Royal Bank of Canada, the Toronto-Dominion Bank 
and the Bank of Nova Scotia. The subpoenas required the pro- 
duction in New York of documents located in branches outside 
of the United States. The subpoenas were served at the “New 
York Agencies” of the respective banks. 


The New York agencies or branch offices of the foreign 
banks moved to quash the subpoenas on the grounds that the 
records sought were not within the jurisdiction of the court. 
In denying the motions, the court applied the general rule 
that a foreign corporation doing business in the district is sub- 
ject to process and must produce its records even though they 
are outside the United States. The court declined to apply 
the doctrine that the home office and the individual branches 
or agencies of a bank are each independent entities stating 
that that doctrine is dictated by the necessities of commercial 
transactions but is inapplicable to situations not involving an 
arm’s length relationship between the home office and the other 
branches. In re Equitable Plan Company, United States Dis- 
trict Court, $.D., New York, 185 F.Supp. 57. The opinion of 
the court follows: 


HERLANDS, D. J.—This action is another chapter in the attempt 
to unravel the affairs and make whole the victims of Lowell Birrell, 
presently a fugitive from justice under indictment for crimes arising out 
of his financial activities. 

The plaintiff (hereinafter “the trustee”) is the trustee in bankruptcy 
of the Equitable Plan Company, a mutual investment company which 
owns a large stockholding in Doeskin Products, Inc. 

A derivative stockholder suit for the benefit of Doeskin is now pend- 
ing in the Supreme Court of the State of New York. Plaintiffs therein, 
who are not parties here, seek cancellation of 1,000,000 shares of the 
stock of Doeskin which are substantially all of a block issued while the 
company was under Birrell’s domination. The principal defendants in 
that action are a group of Canadians now in control of Doeskin, who 
claim to have purchased the shares. They have proposed a settlement 
of the derivative action whereby they will surrender one-fourth of their 
purported interest, upon the condition that the remaining three-fourths 
be deemed legitimate. The offer has been conditionally accepted by 
counsel for the plaintiffs in the derivative action, and has been referred 
to a referee by the state court. 
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Although the trustee (the plaintiff herein) is not a party to the state 
court action, the referee has permitted him to participate in the hearings. 
The trustee’s position before the referee is that the defendants there knew 
that the shares which they claim to have purchased in good faith from 
a Latin American corporation were really held and controlled by Birrell; 
and that their purported purchase was part of a scheme to continue 
Birrell’s control of and beneficial interest in Doeskin. 

In support of his position, the trustee seeks to prove the occurrence 
of a fraudulent transaction in which the Canadian defendants knowingly 
cooperated with Birrell in taking $100,000 from Doeskin Products, Inc. 

Seeking the evidence he needs in order to prove the fraudulent 
transaction, the trustee, in an ancillary proceeding in this court, addressed 
subpoenas duces tecum to three foreign banks: the Royal Bank of 
Canada, the Toronto-Dominion Bank, and the Bank of Nova Scotia. The 
subpoenas require the production of records and documents which are 
located in branches outside the United States. The subpoenas were 
served at the “New York Agencies” of the respective banks. 

The movants herein are the respective “New York Agencies.” They 
have each moved by order to show cause to quash or limit the subpoenas 
on the grounds that the records sought are not within the jurisdiction 
of the court and hence cannot be reached effectively by the subpoenas, 
and that, in fact, the records are not within the possession or control of 
the “New York Agencies.” Their rationale is the legal doctrine that, for 
some purposes, “Agencies” and branches of banks are entities inde- 
pendent of the home office and of each other. 

In support of the enforceability of the subpoenas, the trustee con- 
tends that the “New York Agencies” are merely offices through which 
their respective principals conduct business and that delivery of sub- 
poenas to them is, therefore, proper service upon their principals. He 
urges that there is no supportable distinction between the “Agencies” 
of banks and the agents of other corporations. 

Provided it has the power to do so, a bank, like any other corporation, 
may be required by a subpoena duces tecum to produce within the juris- 
diction of the court books and records located in a foreign branch. There 
is a rebuttable presumption that a bank or other corporation is in pos- 
session and control of its own books and records. The doctrine—that 
the home office and the individual branches or “agencies” of a bank are 
each independent entities—is dictated by the necessities of commercial 
transactions but is inapplicable to situations not involving an arm’s length 
relationship between the home office, the agency, and the other branches. 
First National City Bank v. Internal Revenue Service, 2 Cir., 1959, 271 
F.2d 616, certiorari denied, 1960, 361 U.S. 948, 80 S.Ct. 402, 4 L.Ed.2d 
381. The cited case upheld a subpoena directed to a domestic bank and 
served upon its home office, requiring the production of records located 
in its Panama branch. 
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In the case at bar, it amply appears in the record, and it is not dis- 
puted, that each of the respondent banks regularly and continuously con- 
ducts a general banking business in New York by means of its New York 
Agency. Each bank is licensed by the State of New York to do so, under 
Article 5 of the New York Barking Law. 


The general rule is that a foreign corporation doing business in the 
district is subject to process, including subpoenas duces tecum; and it 
must produce its records and documents even though they are outside 
the United States. In re Electric & Musical Industries Ltd., D.C.S.D. 
N.Y.1957, 155 F.Supp. 892, petition for mandamus denied, 2 Cir., 1957, 
249 F.2d 308; In re Grand Jury Subpoenas Duces Tecum, D.C.S.D.N.Y. 
1947, 72 F.Supp. 1013. It is immaterial that the agent upon whom 
service is made does not have control of the books and records required 
to be produced. It is not the agent who is to respond, but the corpora- 
tion. The agent is merely the vehicle for reaching the corporation. In 
re Grand Jury Subpoenas Duces Tecum, supra, 72 F.Supp. at page 1021. 


Except with regard to actions seeking control of funds held in a 
foreign branch, there is no exception in favor of banks to the general 
rule.!_ Better reason must appear for the creation of such an exception 


1 Cronan v. Schilling, Sup.Ct.N.Y.1950, 100 N.Y.S.2d 474 [subpoena duces tecum 
in aid of attachment served on the Swiss Bank Corporation, New York Agency, up- 
held to the extent that the subpoenaed records, although located in a branch in 
Switzerland, relate to assets which are held in New York State and thus are subject 
to attachment in New York State]. Cf. Varga v. Credit-Suisse, lst Dept.1956, 2 
A.D.2d 596, 157 N.Y.S.2d 391. [In a contract action against the defendant foreign 
bank, the facts of which in no way involved its New York Agency, in personam 
jurisdiction of the bank was validly obtained by service of process upon its New 
York Agency pursuant to Section 229 of the New York Civil Practice Act, which 
provides for service upon foreign corporations generally.] Contra, United States v. 
Kyle, D.C.E.D.N.Y.1957, 21 F.R.D. 163 [discussed in text infra]. 

Even in those cases in which courts have refused to aid a subpoena or other 
process served upon a New York Agency of a foreign bank, they have done so on 
the limited ground that the process was in aid of attachment, garnishment or 
impressing a trust upon funds held in a foreign branch; and the court was without 
jurisdiction over such funds. Cronan v. Schilling, supra [subpoena vacated to the 
extent that it required production of documents relating to assets held in a branch 
in Switzerland because such assets were not subject to attachment]; Gonzales v. 
Pardo, N.Y.L.J., November 30, 1950, p. 1380 (Sup.Ct.N.Y.) (not otherwise re- 
ported) [subpoena duces tecum issued in supplementary proceedings requiring 
production of records of the Royal Bank of Canada relating to accounts or property 
held in branches outside New York, vacated]; Clinton Trust Co. v. Compania Azu- 
carera Central Mabay, S. A., Sup.Ct.N.Y.1939, 172 Misc. 148, 14 N.Y.S.2d 743, 
745, [application in the course of examination in aid of attachment to direct a 
domestic and foreign bank to answer certain questions regarding the status of the 
defendants’ accounts with their respective Cuban branches, denied. “An exam- 
ination in aid of an attachment must be limited to property that can be reached 
by the attachment”]; Walsh v. Bustos, City Ct. N.Y.1948, 46 N.Y.S.2d 240, 241, 
[Motion to punish Mexican bank for failure to appear for examination in supple- 
mentary proceedings regarding deposits in a Mexican branch, denied. “[TJhe 
jurisdiction of this court does not extend to the deposits of the judgment debtor 
in the Mexican branch of this foreign bank; that the bank has an agency or branch 
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than the fiction of “independent entity.” The First National City Bank 
case, supra, teaches that, where nothing more is involved than the trans- 
fer of records or copies thereof between offices or branches, a bank is 
responsive to the same rules of law as other corporations; and the “inde- 
pendent entity” doctrine is not to be considered as creating an exception. 
In the case at bar, the creation of such an exception would serve merely 
to hide from judicial scrutiny what may be a complex international theft.? 

This court declines to follow United States v. Kyle, D.C.E.D.N.Y.1957, 
21 F.R.D. 163, a decision pointing the other way. The Kyle case was 
decided prior to First National City Bank v. Internal Revenue Service, 
supra, on grounds and reasoning which the Court of Appeals there 
rejected. 


The documents which the trustee seeks from the Royal Bank of 
Canada are located at its branch in Havana, Cuba, and relate to an 
account maintained by Birrell with that branch. It clearly appears 
from the affidavit of the bank’s Cuban law expert (which affidavit is not 
controverted) that disclosure of information with regard to deposits and 
transactions in this situation would violate Cuban law, and might subject 
the officers and employees of the Cuban branch to criminal penalties. 
Therefore, the production of those records should not be ordered. First 
National City Bank v. Internal Revenue Service, supra, 271 F.2d 616, at 
page 619. 


No officer of the Montreal branch of the Bank of Nova Scotia (or of 
the Toronto-Dominion Bank) need come to New York to testify. The 


in New York is immaterial.”] Cf. Varga v. Credit Suisse, supra. [To the extent 
that the action seeks to impress a trust on a fund held in a foreign branch, jurisdic- 
tion cannot be obtained by the service of a summons on the New York Agency.] 

The Canadian statute cited to the court supports the foregoing analysis. Sec- 
tion 96(4) of the Canadian Bank Act, Chap. 48 Stat. of Canada, 1954, provides: 

“An attaching or garnishee order or summons or a writ of extent affects and 
binds only property in the possession of the bank belonging to, or moneys to the 
credit of, the debtor at the branch where such order, summons or writ or notice 
thereof is served.” 

In the case at bar, it is not sought to reach or take control of funds at all; 
but only to obtain evidence. The action is not in rem or quasi in rem, but in 
personam. The subpoena is an order of the court directing the banks personally 
to produce specified records and documents. 


2 Strong public policy, expounded by both the Supreme Court and our Court 
of Appeals, favors techniques and procedures designed to reach the truth. The 
power of subpoena is an essential instrument of evidence-locating and fact-finding. 
Only when that policy is in conflict with weightier policy is privilege against dis- 
closure granted. No recognized privilege and no weightier policy appear in the 
situation at bar. 

Without impugning in the slightest the widespread legitimate use of foreign 
bank accounts, it is appropriate to observe that the supposed immunity of funds 
in such accounts and related information from American judicial process is some- 
times considered an attraction by those who would evade taxes, conceal the owner- 
~ of assets, secrete illicitly obtained money, or engage in banned international 
trade. 
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records may be produced by personnel of the respective New York 
Agency of said two banks. 

For the foregoing reasons, the motions to quash the subpoenas are 
hereby denied; except that the motion of the agent of the Royal Bank 
of Canada is hereby granted to-the extent that the records of its Cuban 
branch need not be produced. This decision and opinion constitute an 
order. 





Assignee of One of Three Payees of Note 
Allowed to Sue Maker Although Note Not 
Endorsed by Other Payees 


A promissory note, in printed form except for the names, 
dates and amounts, which were typewritten, was payable to 
the order of “James R. Puckett & Annie Puckett & E. H. Siler” 
in the amount of $4,989.92. The note also contained the type- 
written stipulation as follows: “The first $1,000 payable herein, 
shall be payable to E. H. Siler and when paid, shall constitute 
the full interest of this instrument and the property secured 
thereby vested in the said E. H. Siler; ...” Siler assigned his 
interest in the note in the following language: “For value re- 
ceived the undersigned, hereby assign, and transfer to (Miler 
V. Sams and Cecil Hodson) . . . the within note. . .” 

It was argued that Sams and Hodson had acquired no in- 
terest in the note under the assignment because neither of the 
other two payees had endorsed the note. In support of this 
argument the maker pointed out that the Negotiable Instru- 
ments Law provides that an endorsement must be an endorse- 
ment of the entire instrument and that where an instrument is 
payable to the order of two or more payees all must endorse. 

The court, with two judges dissenting, held, however, that 
the note was not payable to the order of two or more payees 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 687. 
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jointly but in reality was two separate notes—the first $1,000 
was payable to Siler as one of several payees and the remainder 
was payable to the other two payees. Siler and his assignees 
lad a separate and distinct interest and they had the right, the 
court concluded, to sue the maker on the note for $1,000 with- 
out the endorsement of the two payees. Hodson v. Scoggins, 
Court of Appeals of Georgia, Divisions Nos. 1 and 2, 115 S.E.2d 
715. The opinion of the court in part and the dissenting opinions 
follow: 


FELTON, Chief Judge. 

The note sued on is dated April 28, 1959, and states: “For value 
received, I promise to pay to the order of James R. Puckett & Annie 
Puckett & E. H. Siler the principal sum of four thousand nine hundred 
eighty-nine and 92/100 ($4,989.92) dollars, with interest from date at 
the rate of Six (6%) per centum per annum on said principal sum, or 
on so much thereof as may from time to time remain unpaid (interest 
payable monthly); said principal and interest being payable in lawful 
money of the United States in monthly instalments of one hundred ($100) 
dollars each, on the 28th day of each and every month, commencing on 
the 28th day of May, 1959, and continuing until said principal sum and 
interest have been fully paid; each instalment, when paid, to be applied 
first to the payment of interest accrued on unpaid, and the residue thereof 
to be credited on the principal... .” This portion of the instrument 
is in printed form with the exception of names, dates and amounts, which 
are typewritten. It is further provided that in case of default in the 
payment of any instalment, the entire balance shall become due and 
payable at the option of the holder. The instrument also contains a 
typewritten stipulation as follows: “The first $1,000 payable herein, shall 
be payable to E. H. Siler and when paid, shall constitute the full interest 
of this instrument and the property secured thereby vested in the said 
E. H. Siler; payment to the said Siler shall be payment upon this note 
for the first $1,000.” 

The typewritten stipulation quoted above must be considered as a 
part of the note in question. Adcock v. Mandeville Mills, 182 Ga. 244, 
246, 185 S.E. 288; Farmers’ Bank of Nashville v. Johnson, King & Co., 
134 Ga. 486(1), 68 S.E. 85, 30 L.R.A.,N.S., 697, 137 Am.St.Rep. 242. While 
there exists an apparent conflict between this and the printed provisions 
as to payment, under the general rule of construction the typed provi- 
sions will prevail over the printed matter in such instance. Caddick 
Milling Co. v. Moultrie Grocery Co., 22 Ga.App. 524(1), 96 S.E. 583; 
Taylor v. Dunaway, 79 Ga.App. 754, 758, 54 S.E.2d 381. Under the con- 
struction thus placed upon it, the note is equivalent to two obligations 
in one. 
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In Nagel v. Lutz, 41 App.Div. 193, 58 N.Y.S. 816, a promissory note 
provided: “On demand, after 30 days, we promise to pay to the order 
of John F. Nagel seven hundred fifty ($750.00) dollars, also to Charles H. 
Callahan the sum of seven hundred fifty ($750.00) dollars, with use.” It 
was held that under the terms of this note no joint contract existed in 
favor of the payees and that the causes of action in their behalf were 
distinct, separate and independent from each other. In 10 C.J.S. Bills 
and Notes § 553, p. 1179, citing Nagel v. Lutz, the rule is stated: “[Wlhere 
a note provides for the payment of a separate sum to each of several 
different payees, the instrument is in effect several instruments and the 
payees may not sue jointly.” Code § 3-110. 


Code § 14-412 provides: “Where an instrument is payable to the 
order of two or more payees or indorsees who are not partners, all must 
indorse, unless the one indorsing has authority to indorse for the others.” 
Relying as it does on the above Code section, the dissenting opinions 
necessarily interpret the instrument in question as being one payable to 
two or more payees jointly. In Hill v. Wadley Southern R. Co., 128 Ga. 
705, 713, 57 S.E. 795, 799, Justice Lumpkin had occasion to define the 
word “joint” as follows: “As a legal term, the word is generally used to 
mean joined together in unity of interest or liability.” Tested by this 
standard, the note now before us is not payable to two or more payees 
jointly but is payable to one of the several payees as regards the first 
$1,000 of the principal amount. 


In our opinion the instrument involved in the present case is not 
payable to the order of two or more payees jointly so as to come within 
the general rule upon which the dissenters have predicated their opin- 
ions. This conclusion is not altered by the decisions of this court in 
Boatenreiter v. Fulton Nat. Bank, 61 Ga.App. 521, 529, 6 S.E.2d 148 and 
Fulton Nat. Bank of Atlanta v. Didschuneit, 92 Ga.App. 527(1), 88 S.E.2d 
853 to the effect that a negotiable instrument payable to two or more 
persons jointly must be indorsed by all in order to pass title, since, under 
the view here taken, the instrument in question does not create a joint 
interest in the payees as to the amount sued for. The obligation sued 
on is for a definite amount payable independently to one of the several 
payees named in the instrument. The indorsement of Siler has trans- 
ferred the entire amount thus independently payable. The amount sued 
for is, in our opinion, severable from the remainder of the principal 
obligation for the purposes of the suit by Siler or his assignees and an 
action lies in favor of the assignees without the indorsement of the 
other two payees who had no interest in the sums sued for. 


Code § 14-403 provides: “The indorsement must be an indorsement 
of the entire instrument. An indorsement which purports to transfer 
to the indorsee a part only of the amount payable or which purports 
to transfer the instrument to two or more indorsees severally does not 
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operate as a negotiation of the instrument; but where the instrument 
has been paid in part, it may be indorsed as to the residue.” The purpose 
of this last cited Code Section is to prevent a payee or payees from 
varying or enlarging the contract initially made by the maker of the 
instrument. When a maker executes a negotiable instrument payable 
to one payee or more, jointly, he subjects himself to one lawsuit. If the 
payee in an instrument transfers it to two or more indorsees severally, 
such an indorsement subjects the maker of the instrument to two or 
more suits to which he was not liable at the time he executed the in- 
strument. But even if the indorsement is to two or more indorsees 
severally the indorsement does not become void but possibly robs the 
instrument of its negotiability. The indorsement could be enforced as 
an assignment under the law of assignment or partial assignment. Under 
partial assignment the assignee may sue the maker with his consent or 
if the maker is estopped to contest it. In this case the maker subjected 
himself to two lawsuits when he executed the instrument because he did 
not sign a joint obligation but he signed one obligation which was due 
entirely to two payees and another obligation which was due entirely 
to another and separate payee. For the purposes of this case it makes 
no difference whether the instrument was negotiable in the hands of 
Siler or his assignees, the maker made two separate contracts in one and 
could not object to two lawsuits. It has even been held that where a 
negotiable instrument is indorsed to two or more indorsees severally an 
action by one of the several indorsees lies, provided the other several 
indorsees are made parties to the case. See: Annotation 149 A.L.R. 
p. 1055, following Blake v. Weiden, 291 N.Y. 134, 51 N.E.2d 677, 149 
A.L.R. 1050. “Both at law and in equity, if the debtor or obligor in the 
chose accepts or consents to the partial assignment thereof, he is bound 
thereby.” 6 C.J.S. Assignments § 75, p. 1128. Gleaton v. Bank of Arling- 
ton, 40 Ga.App. 291, 149 S.E. 438; Brown v. West, 35 Ga.App. 444, 133 
S.E. 304; Graham v. Southern Ry. Co., 173 Ga. 573, 161 S.E. 125, 80 
A.L.R. 407; Shearer v. Shearer, 137 Ga. 51, 72 S.E. 428. Under these 
authorities it is quite clear to us that the maker of the instrument in- 
volved is suable by the indorsee of Siler as to Siler’s separate and in- 
dividual interest in the instrument even if we assume for the sake of 
argument that in the hands of Siler’s assignees the instrument insofar as 
they are concerned is not a negotiable instrument. The interests of the 
other two payees of the instrument were completely distinct from Siler’s 
and an action by Siler or his assignees for the separate amounts due 
them could in no way interfere with the rights of the other two payees 
in the instrument for the reason that under Code § 3-110 all three of the 
original payees could not have brought suit jointly on the instrument. 
The first two payees had a joint action in them and Siler had another 
right of action which was separate and distinct from the other two 
payees. Siler assigned and transferred his interest in the note in the 
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following language: “For value received the undersigned, hereby, sell, 
assign, and transfer to (Miler B. Sams—Cecil Hodson) to its successors 
and assigns without recourse, the within note signed by J. B. Scoggins 
dated April 28th, 1959, together with all the rights, powers and priv- 
ileges contained therein, and all right, title and interest in and to the 
property therein described. /s/ E. H. Siler.” 

This assignment, under the law, could only assign whatever interest 
Siler had in and to the note and of course it could have no bearing on 
the rights of the other two payees, and the assignees of the note could 
only enforce it to the extent to which Siler could have enforced it. The 
Georgia cases cited in the dissent have no application to the facts of 
this case. They are obviously distinguishable as they do not involve 
cases where the original contracting party necessarily subjects himself 
to two suits. 

The court erred in sustaining the renewed general demurrer. 


Judgment reversed. 


GARDNER, P. J., and TOWNSEND, CARLISLE and FRANKUM, 
JJ., concur. 
NICHOLS and BELL, JJ., dissent. 


NICHOLS, Judge (dissenting). 

The note in this case was payable to the order of James K. Puckett 
and Annie Puckett and E. H. Siler, and stated in part: “The first $1,000 
payable herein, shall be payable to E. H. Siler and when paid, shall 
constitute the full interest of this instrument and the property secured 
thereby vested in the said E. H. Siler; payment in the said Siler shall be 
payment upon this note for the first $1,000.” The endorsement or assign- 
ment read in part as follows: “For value received the undersigned, 
hereby, sell, assign, and transfer to (Miler B. Sams—Cecil Hodson) to its 
successors and assigns without recourse, the within note signed by J. B. 
Scoggins dated April 28th, 1959, together with all the rights, powers and 
privileges contained therein, and all right, title and interest in and to the 
property therein described.” 

Code § 14-412 provides: “Where an instrument is payable to the 
order of two or more payees or indorsees who are not partners, all must 
indorse, unless the one indorsing has authority to indorse for the others.” 
It is not alleged that E. H. Siler had authority to indorse the note for 
James K. Puckett or Annie Puckett, nor is it alleged that they were 
partners. In the case of Fulton Nat. Bank of Atlanta v. Didschuneit, 92 
Ga.App. 527, 532, 88 S.E.2d 853, while Judge Felton dissented as to 
another question presented by the record, this court unanimously (six 
judges) held that a check made payable to 2 or more persons must, in 
order for an indorsement to be valid, be indorsed by all such payees. 


In the present case where the alleged right of the plaintiffs, or later 
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the sole plaintiff, to recover is based on an assignment by one of three 
joint payees, and the petition does not disclose that such payees were 
partners or that the indorsing payee had authority from the joint payees 
to so indorse the note, the judgment of the trial court sustaining the 
defendant's general demurrer to the petition, in the writer’s opinion, was 
a correct judgment and should be by this court affirmed, since no right 
vested in the plaintiff, or in the plaintiffs, as the action was originally 
filed, to bring an action on the note, and the fact that the note provided 
for the first $1,000 to be paid to the indorsing payee would in no wise 
change the above result. 

I am authorized to say that BELL, J., agrees with what is said here 
in this dissent. 

BELL, Judge (dissenting). 

Since the defendant here chose to use a negotiable instrument pay- 
able to the order of three persons, I feel that it necessarily follows that 
the provisions of the Uniform Negotiable Instruments Law, as enacted 
in Georgia, govern the instrument. Furthermore, while the typed por- 
tion of the instrument provides that the first $1,000 shall be payable to 
one of the three payees, I cannot conclude that this fact is sufficiently 
persuasive in itself to constitute a waiver by implication of the policy 
of the law that the instrument must be transferred in its entirety. This 
policy is derived from Code § 14-403 which makes clear that an indorse- 
ment must be an indorsement of the entire instrument and a transfer to 
two or more indorsees severally does not operate as a negotiation. This 
conclusion is further reinforced by Code § 14-412, which provides that 
where an instrument is payable to the order of two or more payees who 
are not partners, all must indorse unless the one indorsing has authority 
to indorse for the others. See Fulton Nat. Bank of Atlanta v. Didschu- 
neit, 92 Ga.App. 527, 532, 88 S.E.2d 853. These sections lead me to the 
conclusion that there is no authority to support a rule that a negotiable 
instrument may be transferred in part by an assignment by one of sev- 
eral joint payees. Furthermore, allowing an action to be maintained 
upon an attempted assignment of part of the proceeds of a negotiable 
instrument conflicts with prior holdings that a partial assignment does 
not give the assignee such title as can be enforced by a common-law 
action. See Graham v. Southern Ry. Co., 173 Ga. 573, 161 S.E. 125, 80 
A.L.R. 407 and Shearer v. Shearer, 137 Ga. 51, 72 S.E. 428. In the latter 
case, it was held that a partial assignment of one’s interest in a promis- 
sory note is not binding on the maker of the note unless accepted or 
assented to by the latter. I cannot agree with the holding in Nagel v. 
Lutz, 41 App.Div. 193, 58 N.Y.S. 816, 817, cited by the majority, to the 
effect that where the note provides for payment of a separate sum to 
two different payees, the instrument is in effect two instruments in one 
and the payees may not sue jointly. It is to be noted that this case was 
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decided before the Uniform Negotiable Instruments Law took effect in 
New York. The instrument there sued on was dated May 19, 1897, 
which was the date of enactment of the New York Uniform Negotiable 
Instruments Law; however, the New York law, while enacted May 19, 
1897, did not become effective in that state until October 1, 1897. See 
Laws of New York (1897), pp. 719, 757. In Nagel v. Lutz, the court 
stated, “The instrument set out in the complaint is a novelty. It contains 
two promissory notes, one of which is negotiable and was given for $750. 
The other is nonnegotiable, and was given for $750.” That case was 
decided on a question of misjoinder of parties and was not decided under 
the Uniform Negotiable Instruments Law which, in any event, could not 
have been applied to the case because the rights of the parties were 
fixed before the effective date of the act. I do not find anything in the 
instrument herein sued on which would constitute a consent to a sep- 
arate suit by the assignee of one payee upon a negotiable instrument 
payable to the order of three payees jointly. I remain of the opinion 
that the maker, having chosen to use a negotiable instrument payable 
to the order of three persons, thereby elected to have the instrument 
governed by the laws applying to such instruments, and it naturally 
follows that more would be required of the maker to constitute a waiver 
than the mere original signing of the paper in its unique form. For these 
reasons I think Code §§ 14-403 and 14-412 govern this transaction. 


I am authorized to say that NICHOLS, J., joins with me and concurs 
in these conclusions stated. 


NEW JERSEY CONTROVERSY OVER CHECKING ACCOUNTS 
BY SAVINGS BANKS CONTINUES 


It was announced recently that the Savings Banks Associa- 
tion of New Jersey will pay some of the legal costs of a sav- 
ings bank being sued by a national bank in the state. The na- 
tional bank brought suit to prohibit the savings bank from 
maintaining checking account services which the national bank 
claims are prohibited by state law. This action follows that of 
the New Jersey Bankers Association which announced recently 
that it would assume a portion of the national bank’s legal costs 
and would attempt to appear in the suit as a friend of the court. 








BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 





Bank Not Entitled to Surrender of Passbook or Indemnity 
Bond After Lapse of Eight Months 
Brown v. Empire City Savings Bank, Supreme Court, New York County, 
203 N. Y. Supp. 2d 339 

Decedent before his death established a bank account in trust for 
his sole legatee. Bank refused to pay balance in account to legatee 
upon death of decedent without surrender of passbook or furnishing of 
indemnity bond. Where eight months had elapsed since death of de- 
cedent and bank had received no notice of any assignment of passbook, 
legatee was entitled to judgment against bank for balance in account. 
For similar decisions see B.L.J. Digest (Fifth Edition) § 96. 


Federal Land Bank’s Interest in Oil and Gas Leases 
Taxable by County 
Federal Land Bank of Wichita v. Board of County Commissioners, 
Supreme Court of Kansas, 354 P. 2d 679 

Where federal land bank brought foreclosure action and bid in 
mortgaged realty on foreclosure sale and thereafter sold the realty re- 
serving a mineral interest and where bank later, after it had fully re- 
coupéd all loss on the loan, realized income from oil and gas leases it 
granted, bank’s interest in oil and gas leases was taxable by county 
since the retention of the mineral interest served no federal purpose. 

For similar decisions see B.L.J. Digest (Fifth Edition) § 538.7. 


Transfer of Funds by Husband Into Two Name Account 
With Wife Did Not Create Joint Tenancy 


First Security Bank of Utah v. Demiris,SSupreme Court of Utah, 354 P. 2d 97 


Where husband and wife had $43,000 in joint tenancy and husband 
had $38,000 in an account in his own name which he transferred to an 
account in a joint name with his wife approximately one and one-half 
months before his death and where wife, before husband’s death, with- 
drew all of those funds and placed them in a separate account in her 
own name, it was proper in suit by deceased husband’s executor to 
examine evidence to determine whether joint tenancy was created or 
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intended and, in view of evidence presented, it was clear that there was 
no intent on part of husband to make a gift or transfer ownership of 
$38,000 to wife. For similar decisions see B.L.J. Digest (Fifth Edition) 
§ 461.4. 


Entruster Under New Jersey Trust Receipts Act Prevails Over 
Assignee of Fictitious Conditional Sales Contracts 


Eastern Acceptance Corporation v. Camden Trust Company, Supreme Court of 
New Jersey, 163 A. 2d 134 


Where finance company and automobile dealer executed and filed 
a statement of trust receipts financing under the Uniform Trust Re- 
ceipts Act and where dealer subsequently obtained additional financing 
from bank covering same automobiles by assigning fictitious conditional 
sales contracts to bank, finance company was entitled to possession as 
against bank although title to automobiles was transferred by manufac- 
turer to dealer rather than to finance company as entruster. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 1562. 





Bank’s Proposed New Name Not Deceptively Similar to 
That of Competitor 


Senner v. Bank of Douglas, Supreme Court of Arizona, 354 P. 2d 48 


The Bank of Douglas filed an amendment to its articles of incorpora- 
tion which would have changed its name to “The Arizona Bank.” It was 
ruled that the Arizona Corporation Commission abused its discretion in 
refusing to accept the amendment on the ground that the proposed name 
was deceptively similar to “Southern Arizona Bank & Trust Company”. For 
similar decisions see B.L.J. Digest (Fifth Edition) § 114. 


Depositor Which Was Reimbursed by Surety Not Proper Party 
to Bring Suit Against Bank for Charging Forged Item 
McNeil Construction Company v. Livingston State Bank, United States 
District Court, Montana, 185 F. Supp. 197 
Employee of depositor forged depositor’s name on checks and de- 
positor’s account was charged by bank. Depositor which was reimbursed 
by surety company, signed loan receipt agreement which obligated de- 
positor to repay “loan” only to extent of any net recovery depositor 
might make from any third person liable for the loss. Transaction was 
not a loan under Montana law and, since depositor has been paid in full, 
the surety and not depositor is the proper party to bring suit against 
drawee bank. For similar decisions see B.L.J. Digest (Fifth Edition) §731. 








BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the nation, 
include the following: 


DELAWARE: A recently enacted Delaware motor vehicle sales 
finance act places a ceiling of $7 per $100 per year on the finance charge 
on any new vehicle designated by the manufacturer by a year model not 
earlier than the year in which the sale is made. 

The act sets a maximum finance charge of $10 per $100 per year on 
any new motor vehicle not in the above category and on any used 
vehicle designated by the manufacturer by a year model of the same 
or not more than two years prior to the year in which the sale is made. 

For used cars more than two years old, the new law allows a max- 
imum finance charge of $13 per $100 per year. 

The state banking commissioner will administer the act, which calls 
for the licensing of sales finance companies. Banks and trust companies 
are exempt from the act’s licensing requirements but must comply with 
its other requirements. 

The license fee for each calendar year or part thereof is fixed at $100 
for the principal place of business of the licensee and $25 for each branch 
mairtained in the state. 

Detailed requirements and prohibitions as to retail installment con- 
tracts are specified by the act, which also provides for refund payments 
in instances where installment contracts are paid before maturity. Vio- 
lations of the act are made punishable by fines not exceeding $500. 


INDIANA: A new state regulation reducing maximum permissible 
installment sales financing charges in Indiana was approved by the State 
Department of Financial Institutions, effective Nov. 15. 

New maximum financing charges will drop as follows: New motor 
vehicles, from 10 to 8 per cent; vehicles less than a year old, from 15 
to 9 per cent; vehicles more than a year old from 15 to 11 per cent; 
vehicles more than two years old, from 20 to 14 per cent; and all other 
merchandise, from 14 to 12 per cent. 

Estimates were that the new regulation will save Indiana installment 
buyers about $2 million a year. 

Removed from the regulation as originally proposed were provisions 
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which would have required the disclosure of some finance company 
“rebates” to automobile dealers and retail firms. 

In its original form, which was changed following a hearing last 
summer, the regulation would have required finance and other lending 
institutions to inform a buyer when more than 2 per cent of his loan 
is being paid to the seller in return for obtaining the sales contract. 


Besides reducing maximum finance charges, the adopted regulation 
also increases the rebate a buyer can earn by retiring the full amount 
of an installment contract within the first six months. 


MICHIGAN: State Attorney General Paul L. Adams called for 
enactment of Michigan legislation to regulate retail installment and 
credit sales of all types. 

He told a consumer protection conference at Michigan State Univers- 
ity that state legislation also is needed to limit the availability of defense 
of “holder in due course” to purchasers of paper from itinerant salesmen. 
Holder in due course is the financing institution or others who buy nego- 
tiable notes from dealers. 


SOUTH CAROLINA: Hearings are being held throughout the state 
by an interim study committee set up by the last South Carolina legisla- 
ture to investigate money-lending practices. 

The committee is composed of nine members, three from the lower 
branch of the legislature, three from the State Senate and three named 
by Governor Hollings. 

In creating the committee, the legislature directed it to investigate 
all phases of the money-lending situation in the state, including not only 
interest rates, carrying and insurance fees and “hidden and apparent” 
charges but also policy, operation and administration of “all money- 
lending agencies.” 

South Carolina at present has no laws specifically regulating retail 
installment sales financing. Recommendations for such regulation are 
expected to be submitted by the committee to the 1961 legislature. 

Assistant State Attorney General James S. Verner, who is serving as 
counsel to the study committee, said the “true interest” rate in South 
Carolina is “about” 12 per cent, although the legal interest maximum 
is 7 per cent a year. The added charges, he said, result from installment 
repayments and because the annual interest is deducted in advance. 

Verner further declared that in the case of small loan companies, 
borrowers repay as much as $44 per $100 per year in interest and added 
charges. For example, under state law, small loan borrowers of $200 
or less are charged 6 per cent in interest. In addition, there is a flat 
monthly charge of $1.75 on all small loans plus an additional initial 
charge of 6 per cent of the sum advanced. 
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On loans of more than $200, in addition to the charges listed above, 
the borrower pays 7 per cent on that portion of the loan above $200. 

Invitations to its hearings are being sent by the study committee to 
banks, small loan companies, building and loan associations, mortgage 
loan brokers, department stores, mail order houses and other types of 
money lenders and retail installment sales organizations charging interest 
on unpaid balances. 


ATTACHED DRIVE-IN FACILITY 
RULED TO BE PART OF MAIN BANK 


Under a new state law in Missouri which permits each bank 
to have one branch, the state Bank Appeal Board has ruled that 
a bank is not prohibited from establishing a branch because it 
already had a drive-in facility on the same parcel of land with 
its main banking house. Such drive-in facility is not to be con- 
sidered a separate branch since it is connected by a ramp to the 
main structure and is located on the same plot of ground. The 
attorney for the bank was able to persuade the Bank Board that 
the drive-in is actually part of the main bank on the grounds that 
a Supreme Court decision supports this position and because the 
Federal examiners considered the facilities to be one banking 
unit. 





TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Amendment of Trust Was Exercise of General Power 
of Appointment 


Estate of Leo M. Gartland v. Commissioner of Internal Revenue, United States Tax 
Court, August 18, 1960 

Decedent’s father created a trust in 1929 with income payable to de- 
cedent in such amounts as the trustee should deem advisable. Decedent 
was given a general power to amend or terminate the trust and to change 
any beneficial interest thereunder. Decedent amended the trust in 
1931 and 1938 to require that all income be paid to him for life. In 
1945, decedent relinquished his general power. Held: The corpus of 
the trust is includible in decedent’s estate since he exercised a general 
appointment created before October 21, 1942 in the manner made taxable 
by the Internal Revenue Code. 





Canadian Death Duty Convention No Longer Effective 
Form 706NA, United States Nonresident Alien Estate Tax Return 


The revised instructions for the above estate tax return emphasize 
that the provisions of the Canadian death duty convention are not ap- 
plicable to the estates of decedents dying on or after January 1, 1959. 
This results from the fact that, as of this date, the Canadian Estate Tax 
replaced the previous death duty, and is considered not to be included 
among the taxes covered by the convention. Credit for Canadian Estate 
Tax on such estates is afforded only through the application of Section 
2014 of the Internal Revenue Code. 





Release of Power Did Not Have Estate or Gift Tax Consequences 
Estate of E. G. Canfield v. Commissioner of Internal Revenue, Tax Court of the 
United States, September 15, 1960 

Decedent executed an irrevocable inter vivos trust in 1919, reserving 
the income for life to herself as well as the power to appoint the re- 
mainder by will. She released the power of appointment in 1942. Held: 
The release of the power was not a taxable gift because the settlor did 
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not have any power to revest title in herself during her life. Further, the 
trust was not includible in her estate because the transfer was complete 
in 1919, not in 1942 when she released her power of appointment. 


Substitution of Note For Husband’s Not a Taxable Gift 
E. A. Bradford v. Commissioner of Internal Revenue, Tax Court of the United 
States, September 16, 1960 

Petitioner, in 1938, executed a note in favor of a bank in the amount 
of $205,000. This note was substituted for notes of petitioner's husband 
in equal amount, and certain collateral for the husband’s notes was 
placed on the petitioner’s note. At the time of its execution, petitioner 
had a net worth of about $16,000, which was known to the payee of the 
note. Held: No taxable gift occurred by the substitution of the notes. 
All the parties intended that petitioner would not use her own property 
to satisfy the note; only when such property was used would there be a 
taxable gift. 


Will Apportionment Clause Not Applicable to Electing Widow 
Old Colony Trust Company, Executor v. McGowan, Supreme Judicial 
Court of Maine, June |, 1960 

Decedent’s widow elected to waive the provisions of his will, and 
to take the share afforded her by statute. Among other problems created, 
an issue arose as to apportionment of taxes. Maine, in the absence of 
a specific statute, apportions taxes equitably unless the testator indicates 
otherwise. Held: While the will may have contained a direction 
against apportionment of taxes to the widow’s share, the election to take 
her statutory share caused the widow to lose whatever benefit was 
available under the will. Further, Federal estate taxes should be ap- 
portioned in part against the widow’s share, although her interest quali- 
fied for the Federal marital deduction. 


Bequest to Federal Government Not Exempt From Texas 
Inheritance Tax 
Opinion of the Attorney General of Texas, August 26, 1960 
The decedent by will exercised a power of appointment over a trust 
to provide that the income be paid to the United States to be used to 
retire the national debt. The pertinent statute exempts such bequests 
from inheritance tax if they are “to be used within” Texas. In view of 
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the fact that the tax would approximate $400,000, the U.S. Treasury De- 
partment proposed to maintain a separate account within Texas to re- 
ceive the trust income, and to apply it solely to redeem public debt obli- 
gations presented to the treasury for redemption in the State of Texas. 
Held: The proposed arrangement is not sufficient to qualify the bequest 
for exemption. Any benefit received by residents of Texas would be 
shared equally with all the residents of all the other States. 


Distribution of Remainder to Charity Exempt From Tax 
Tracy Estate, Orphans’ Court of Dauphin County, Pennsylvania, August 9, 1960 


The testatrix bequeathed part of her estate in trust, with income to 
individuals and remainder to charity. At the time of her death in 1947, 
charitable bequests were subject to Pennsylvania inheritance tax. 
Subsequently, effective June 1, 1957, the Pennsylvania law 
was amended to exempt such bequests. The trust terminated, 
and distributions were made, in 1958. Held: The distribu- 
tion is exempt from tax. Since there was no savings clause, the law 
must be applied as of its effective date, although the testatrix had died 
prior thereto. 


Creation of Joint Tenancy Not a Transfer in 
Contemplation of Death 
Estate of Agnes Osterloh v. Director of Revenue, Supreme Court of Missouri, 
Division No. 2, September 12, 1960 

The decedent, within the period prescribed by statute as presump- 
tively in contemplation of death, purchased bonds and securities which 
were issued jointly in her name and the names of certain relatives. Held: 
The creation of a joint tenancy is not a “transfer” of property within the 
meaning of the statute subjecting “transfers” to inheritance tax, and the 
interests in the bonds and securities are not taxable. 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Bequest Creates Lien on Real Property of Corporation 
In re Barrie, New York Surrogate's Court, Suffolk County, July 26, 1960 


By his will, decedent bequeathed all the stock in a wholly owned 
real estate corporation to a number of individuals “subject, however, to 
the payment of three hundred dollars monthly to my wife . . . from the 
rental income of the said corporation ....” The corporation had been 
formed not long before the decedent’s death to take title to real estate 
owned by him. Held: The annuity payment is deemed to create a 
charge and lien on the real property. 


Trustee Under no Duty to Ascertain Reasonableness of 
Request for Principal 


Estate of Springett, New York Surrogate's Court, New York County, August 15, 1960 


Decedent left his residuary estate in trust, income to his widow for 
life, with remainders over to individuals. The will directed the trustees 
“to pay over to my said wife, at any time, such portion of the principal 
of the trust as she may say that she requires for her proper maintenance 
and support and her statement in that regard shall be accepted by my 
trustee, who shall be under no duty to determine the reasonableness or 
necessity of any such request.” The widow served the trustee with a 
demand for the entire corpus, stating that it was necessary for her proper 
maintenance and support. Held: The widow has an “absolute right” to 
demand the entire principal of the trust. 


Legacy Was Subject to a Covenant But Not a Condition 
Estate of Tompkins, New York Surrogate's Court, Dutchess County, April 21, 1960 


Decedent's residuary estate was left to her son “upon the condition 
and after he has paid to my daughter, in cash, an amount equal to one- 
half of the appraised value of my residue estate.” There was no pro- 
vision for a gift over in the event of default by the son. Held: The 
legacy was subject to a covenant but not a condition, precedent or sub- 
sequent. 
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Ancillary Administrator Appointed for Estate of Non- 
Resident Covered by Resident’s Automobile Insurance 


Matter of Riggle, Appellate Division of New York, Second Department, 
June 13, 1960 


Decedent, a resident of Illinois, was involved in an accident in 
Wyoming while driving with permission an automobile owned by a 
resident of New York. The wife of the owner was injured in the accident, 
and sued the Illinois resident. The owner was insured under a policy 
issued in New York, which required the carrier to defend and pay any 
judgment recovered against any person driving the car with the owner's 
permission. The Illinois resident died after the action was begun, and 
the wife of the owner applied to the Surrogate for the appointment of 
an ancillary administrator to continue the defense. Held: Ancillary 
administration is proper. The obligation of the insurer was a debt which 
constituted an asset of the decedent situated at the insurer’s residence, 
and was sufficient to support the issuance of ancillary letters. 


Equity Court Has Jurisdiction to Sell Life Estate and 
Remainder and Create Trust 


Cauffiel v. Cauffiel, Court of Chancery of Delaware, 161 A.2d 433 (1960) 


The plaintiffs held life estates by deed in four parcels of real property. 
The remaindermen could not be presently ascertained because of their 
description as “surviving lawful issue” and their heirs. The 
income from the ‘property did not cover maintenance and other 
necessary expenses. Held: The court has power, “if a showing of 
reasonable necessity is made”, to have the property sold and the pro- 
ceeds held subject to a trust in the same terms. 


Trust’s Capital Gains Taxes Allocated to 
Non-Charitable Remaindermen 
Estate of R. J. Eidlitz, New York Surrogate's Court, New York County, 
21 Mise. 2d 218 (1959) 

In the settlement of the final account of the trustee of a residuary trust, 
the issue arose as to Federal capital gains taxes paid during the trust 
term. Held: All the capital gains taxes are to be allocated against the 
individual remaindermen, since the amount of the gain held for the 
charitable remaindermen was not subjected to tax. The rule applicable 
to apportionment of estate taxes was followed. 








INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Bond Prices 


A recent Statistical Bulletin of 
the Investment Bankers Association 
makes a noteworthy contribution 
to an understanding of price move- 
ments in the bond market. This 
issue examines seasonal patterns in 
bond yields, based on 1952-1960 
data, with respect to long-term ob- 
ligations of the U.S. Government, 
corporations, and municipalities. 

Knowledge of seasonal move- 
ments should prove helpful to in- 
stitutional bond buyers. An aware- 
ness of these special forces can as- 
sist in recognizing the start of a 
cyclical trend; often, the first ink- 
ling of such a change occurs when 
movements of an economic indi- 
cator are substantially greater or 
smaller than seasonal. Also, such 
knowledge may help prevent mis- 
taking a normal seasonal movement 
for a basic change in the cyclical 
trend. 

“The seasonal patterns in bond 
yields,” states the IBA article, “are 
not as regular as in many other as- 
pects of economic activity. Cycli- 
cal changes in bond yields will 
often be so large as to swamp com- 
pletely the seasonal influence. 
Nevertheless, the seasonal fluc- 
tuations are sufficiently large and 
sufficiently regular to be worthy of 
consideration.” 

Analysis of seasonal influences on 
the basis of monthly changes in the 
bond market was deemed to pro- 
vide too insensitive an index; on 
the other hand, weekly seasonal 
factors offered difficult technical 
problems. Accordingly, the IBA 
survey used half-month factors as 


guiding benchmarks. Seasonal fac- 
tors for municipals were based on 
the Bond Buyer’s 20-Bond index; 
for Governments, they were based 
on the Treasury Department’s in- 
dex of long-term Government bond 
yields; for corporates, the factors 
were based on Moody’s Aaa cor- 
porate average. Use of alternative 
bond index yields, the study re- 
marks, would not produce a signifi- 
cantly different seasonal pattern; it 
is conceded, however, that the am- 
plitudes of the seasonal swings 
might have differed somewhat. 

Results of the survey identify 
February as the normal seasonal low 
point for yields on municipals and 
Governments; in the case of cor- 
porates, March marks the usual 
seasonal low. However, with re- 
spect to the normal seasonal peak 
for yields, it is the same for all 
three catagories — the month of 
September. 

Differences in the seasonal pat- 
terns of the three bond groupings 
are regarded as minor and appear 
to be related primarily to differ- 
ences in the seasonal patterns of the 
volumes of new issues. For ex- 
ample, the seasonal peak of new 
issue volume in the municipal mar- 
ket occurs in the second quarter; 
the third quarter is normally the 
smallest, with the first and fourth 
quarters running about average for 
the year. On the other hand, there 
is a quite different seasonal pat- 
tern for the volume of new Govern- 
ment issues. Here, the seasonal 
peak occurs in the third and fourth 
quarters, with the volume for the 
first two quarters running substan- 
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tially below the average for the 
year. Corporate new issues display 
a rather erratic seasonal pattern 
with respect to volume; there have 
been seasonal high points in March, 
September, October and Decem- 
ber; seasonal low points have oc- 
curred in January, February and 
November. 


Despite these differences in the 
seasonal patterns for new issue 
volumes, the seasonal patterns in 
bond yields for the three groupings 
are, nevertheless, very similar. Dur- 
ing January and February, a gener- 
al seasonal easing in yields may be 
expected. One factor accounting 
for this softening is the unusually 
large amount of pension fund mon- 
ey which becomes available for in- 
vestment at the beginning of the 
year. It also may be attributed to 
the seasonal ease in the reserve po- 
sition of the banking system, which 
stems from the decline in bank loans 
and currency in circulation. This 
is a condition which the Federal 
Reserve System never completely 
offsets. 


On the other hand, the seasonal 
peak of yields in September is not 
as easy to explain. Undoubtedly, 
as the IBA article comments, one 
important factor is the pressure put 
on the bond market by the seasonal 
rise in the Federal Government's 
money requirements during the 
third quarter. 


For comparative purposes, the 
survey also probed seasonal factors 
for 90-day Treasury bills. It found 
that the seasonal pattern in Treas- 
ury bills was quite different from 
the pattern in bonds; furthermore, 
the amplitude of the seasonal 
swings in bill yields was more than 
twice as great as the seasonal swing 
in bond yields. Using 1952-60 ex- 
perience, the seasonal low in bill 


yields occurred in July while the 
peak was attained in December. 

Some limited forecasting value 
to these seasonal patterns exists, de- 
clares the IBA survey, if it is prop- 
erly appreciated that the seasonal 
forces operating on bond yields will 
very often not be the dominant 
forces. “A reversal of the cyclical 
trend in the economy,” continues 
the study, “will inevitably submerge 
the seasonal influence on bond 
yields for a time. During the 1952- 
59 period, municipal bond yields 
were higher in September than in 
February in seven out of eight 
years. The single exception was 
1954, when the Federal Reserve was 
aggressively pursuing an easy mon- 
ey policy to help bring the reces- 
sion of 1953-54 to an end. 1960 
will undoubtedly prove to be the 
second exception since 1952 and 
for much the same reason, the tim- 
ing of a cyclical change in mone- 
tary policy and the over-all mone- 
tary climate. . . 

“Seasonal patterns are not fixed. 
They are subject to change as 
significant institutional factors in 
the money market change. If, for 
example, changes were made in the 
seasonal pattern of Federal Govern- 
ment revenues or expenditures, or 
if corporations were to change the 
timing of their contributions to pen- 
sion funds, this would be reflected 
in a change in the seasonal pattern 
of bond yields. Anyone who hopes 
to make significant use of seasonal 
patterns must be alert for institu- 
tional changes which would require 
a revision of seasonal factors.” 


Personal Debt Repayment 


Because “Buy Now—Pay Later” 
has become a feature of the Ameri- 
can way of life, almost one-sixth of 
all personal income after taxes goes 
to repay personal debts. About $1 
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billion a week in contractual re- 
payments is required. 

The current rate of debt repay- 
ment has increased by 30 per cent 
since 1955 and is more than double 
what it was a decade ago. This $1 
billion weekly obligation involves 
only repayments on_ installment 
debt and home mortgages, and ex- 
cludes the billions of dollars of other 
bills that people incur and pay in 
routine day-to-day living, including 
charge accounts. 

Compiling figures from Govern- 
ment sources, the Institute of Life 
Insurance notes that such pay- 
ments, including some partial pre- 
payment of home mortgage debt, 
came just a shade under $52 bil- 
lion in 1959. This was equivalent 
to 15.4 cents of every dollar of ag- 
gregate disposable personal income 
for the year. This ratio has shown 
only a nominal change since 1957; 
in 1950, the figure was only $21.8 
billion, which represented 10.5 cents 
of every dollar of disposable per- 
sonal income. 

Much of the growth in debt and 
debt repayment has been a natural 
byproduct of the expanding popu- 
lation and rising living standards. 
On the other hand, it is also true 
that the inflation has been a factor 
of significance; individuals are en- 
couraged to make immediate pur- 
chases with payments spread out 
over the future, when they believe 
it likely that prices will rise. 

A basic aspect of debt repayment 
is that it adds to ownership or 
equities. As the Institute points 
out, this is particularly true with re- 
spect to amortization of home mort- 
gage debt. Last year, according to 
Federal Home Loan Bank Board 
estimates, amortization totalled $7.5 
billions — almost three times the 
comparable total in 1950. 

In the last few years, installment 
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debt has represented 75 per cent 
or more of all consumer credit out- 
standing, as against less than 70 
per cent in 1950. The big push in 
the expansion of installment debt 
repayment has come from home 
modernization and repair loans, 
and from the broad classification of 
personal loans covering a range 
from medical expenses to vacation 
and travel. As always, automobile 
and big ticket items also stand out 
in the forefront of debt repayments. 

Today, debt repayment amounts 
to a substantially greater sum than 
the combined personal Federal, 
state and local income tax bills. 
Next to food and shelter expendi- 
tures, it is the biggest single charge 
against the consumer’s pocketbook. 


Mortgage Lending 


One out of every eight commer- 
cial banks holds conventional real 
estate mortgages approximating or 
exceeding 60 per cent of its time 
deposits. This is the ratio to which 
national banks are limited by Fed- 
eral law. In cases where the 60 
per cent ratio is exceeded, there are 
two possible explanations. The 
banks use an alternative limitation 
based on capital and surplus, or 
they are state chartered institutions 
not restricted by the 60 per cent 
ratio. 

These findings are reported in a 
survey by the Mortgage Finance 
Committee of the American Bank- 
ers Association which also notes 
that, on the whole, smaller banks 
have a larger share of their time de- 
posits invested in conventional 
mortgages than do larger institu- 
tions. Banks with assets short of 
$25 million reported a ratio of 34.9 
per cent; banks with assets exceed- 
ing $500 million reported 20.2 per 
cent of time deposits invested in 
conventional mortgages. 


it- 
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PERSONAL DEBT REPAYMENT 


Growth of contractual charges, in relation to total personal income after 
taxes, on installment and home mortgage debt combined over past decade 
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DEBT REPAYMENT 
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This statistical survey of com- 
mercial banks in the mortgage mar- 
ket—the first undertaken by the 
A.B.A.’s Mortgage Finance Com- 
mittee—also disclosed that 50 per 
cent of the banks charged mortgage 
interest rates ranging between 5.5 
to 6.0 per ceat. Rates between 6.1 
per cent and 6.5 per cent were re- 
ported by 36 per cent of the banks. 
The remaining 18 per cent of the 
institutions surveyed charged rates 
over 6.5 per cent. 

Discounts of 8 to 5 points on 
FHA mortgages were reported by 
50 per cent of the banks; discounts 
of less than 3 points were reported 
by 32 per cent; 18 per cent reported 
discounts of over 5 points. 


Gold 


Discussing the gold outflow, the 
October New England Letter of the 
First National Bank of Boston calls 
attention to some longer run forces 
which are favorable to this country. 


1955 
Pr 





1957 1959 
epared by Institute of Life Insurance 


The United States, we are remind- 
ed, is an enormous creditor on a 
long-term basis, with investments 
and assets abroad in excess of $60 
billion. Repayments on loans are 
on the uptrend; remitted earnings 
on investments have now reached 
$3 billion annually, which is nearly 
double the 1950 level. 

European prosperity and growth 
should also reduce those nations’ 
desire for gold. A further poten- 
tial for increased American exports 
lies in the removal of the remaining 
tariff barriers to our goods, as well 
as our own campaign to expand 
foreign sales. 


Odds and Ends 


The Federal Reserve Bank of 
Boston is making available a re- 
search report by Paul S. Anderson, 
Financial Economist, on “New 
England Banking and Other Finan- 
cial Functions in 1970.” 

The Federal Reserve Bank of At- 
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lanta is distributing an 80-page 
study, “Credit Needs of Business 
Borrowers and Lending Policies 
and Practices of Commercial Banks 
in the Southeast.” 


Annual Reports and the Corpor- 
ate Character, a guide for company 
and bank executives responsible for 
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their organizations’ annual reports, 
may be had upon request to Lind 
Brothers, 121 Varick Street, N.Y. 
13, N.Y. This 52-page pamphlet, 
authored by Professor J. H. Janis, 
points the way to more informative 
corporate reporting and better re- 
lations with stockholders, employees 
and the public. 


BOOKS FOR BANKERS 


INVESTMENTS. By Douglas H. 
Bellemore. Simmons-Boardman 
Publishing Corp. New York. 
1960. Pp. 898. $7.50. This 
second edition, a complete revi- 
sion of the earlier work, is much 
more than a text for students of 
finance. It provides a very valu- 
able assist for the security pur- 
chaser, occupied as he is with 
the practical problems of the 
day. Specifically, it shows the 
investor how to develop an in- 
vestment policy and follow it 
consistently. There is good cov- 
erage of the regulatory aspects 
of investment banking, the stock 
exchanges, and the over-the- 
counter markets. And not to be 
overlooked is a new section on 
security analysis which gives in- 
struction on how reported earn- 
ings are to be adjusted to give 
an accurate measure of true 
earnings. Professor Bellemore 
has done a fine job of combin- 
ing education with readability. 


THE MANAGEMENT OF COR- 
PORATE CAPITAL. Edited by 
Ezra Solomon. The Free Press. 
Glencoe, Ill. 1960. Pp. 327. 
$7.50. This volume offers ex- 
ecutives a systematic approach 
to corporate capital decision- 
making. A publication of the 
Graduate School of Business of 
the University of Chicago, its 
twenty-two chapters comprise 
the latest thinking on this topic. 
Some of the sections are of a theo- 
retical nature but others advance 
much in the way of practical as- 
sistance. For example, chapters 
on the rate of the return on cap- 
ital expenditures, and the costs 
of debt and equity funds, cover 
some everyday problems. This 
work continues the Graduate 
School’s tradition of publishing 
fundamental and applied re- 
search which contributes new 
knowledge and ideas to the busi- 
ness world. 








